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Moderator Gary Walters:Well good afternoon everyone. Welcome to PD 11. We’re not quite sure why in the
program it keeps saying Substantial Group Capital Requirements. There seems to be a word that snuck into the
process at some point. We’re all talking just about group capital requirements. If anybody has any particular needs
to deal with the substantiality of this then we’d be happy to try and answer this in the question period. So if you
are here purely for the substantial bit you may wish to choose another session at this point.

Now, for those of you who don’t know me, I’m Gary Walters. I will moderate this session, but I also can’t re-
sist the temptation to stand up here and make a little bit of a presentation at the end as well.

I’m very pleased to have a distinguished panel here to talk about capital requirements for group. The agenda
we’ve got here, the first speaker will be Daniel Mayost who actually is the guy at OSFI who looks at a lot of the
capital work. He’s going to talk about some of the changes that are going on to the approximations for the mor-
tality. As you know we had 39, and then we are looking for something different to 39. So, Daniel Mayost is on
the group with John Have andWally Bridel who are looking to find if there’s a more appropriate way to deal with
the approximations that are required in the new MCCSR mortality formula.

Following him will be David Neaven who is going to talk rather more about the morbidity component of
MCCSR. You may be aware that the CIA Group Committee has picked up a lot of things that have been sent to
it concerning the morbidity components in the MCCSR. So they actually wrote to the CIA Capital Committee
earlier this year with some suggestions on what might be considered as changes in the morbidity component of
the MCCSR when it’s next reviewed. So David was part of the group that put that letter together and he’ll run
through some of the items that were raised.

And in the end I’m going to talk about something a little bit different which is pricing for a return on capital.
So I’m going to do the introductions for both our guest speakers here before we start just so once I’ve sat

down here I can sit down for awhile.
Daniel Mayost has been with OSFI for five and a half years. He’s in their capital division. He’s the MCCSR

guideline guy. He is an FSA. And I was telling him today he should work on his FCIA. But he says he is an actu-
ary. He really is an actuary. I mean, you know, what can I say.

…(laughing.)…

He works in Ottawa with OSFI, and he has been on the group with John and Wally Bridel as I was saying,
looking at the approximations for the mortality component of the MCCSR.
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Our second speaker is David Neaven who is the valuation actuary for group benefits at Manulife. He’s been
with Manulife for 12 years, 20 years in the industry, but when we were talking about this I decided really that only
the last four years actually count because that’s when he arrived in group insurance. So everything before that was

just preparation. And he is very involved in the financial management of the group business at Manulife.
I’m Gary Walters, I suppose I’m supposed to introduce myself here, aren’t I? I think almost all of you know

me. I’m Gary Walters. I work at RGA on the reinsurance side. I’ve been there four years. Prior to that I was work-
ing at a selection of larger and smaller group insurers in Canada. I’ve been on the group side basically since I got
off the boat, pretty much 21 years ago. That’s more than enough about me.

So I’ll now ask Daniel to come up. Please as we go along if you have questions, you want clarification, please
don’t hesitate to ask while we’re going along, but we have allowed a period of time at the end for you know more
substantial questions. Daniel.

Speaker Daniel Mayost: Thank you. So the things I want to discuss today should be very brief. It’s primarily
the changes we intend to make for January 1st, 2009 in the MCCSR mortality requirements for group business.
But the basic requirement is going to remain unchanged. But for group policies we do have a system of approxi-
mations in place, and it’s time for those to be updated.

So, just some background here. Before 2005 everything was simple. All you had in MCCSR were straight
factors applied to net amount at risk. Lower factors for participating and adjustable business, and three cate-
gories of group business. At the end of 2005 we implemented the work of the CIA Committee, and instead of
just one-size-fits-all factor the CIA specifically modeled both volatility risk and catastrophe risk. So the catastrophe
component is quite easy and simple. It’s still a factor approach, although it’s a factor applied to next year’s antic-
ipated death claims rather than net amount at risk. But the volatility component is the interesting one. This
component is non-linear. It grows roughly in proportion to the square root of the size of the book of business.
And because things have to be so precise, the CIA has stipulated that companies have to use seriatim data for their
individual business.

For group business on the other hand the CIA permitted approximations to be used because it really isn’t
economical to underwrite every life in a group policy individually. So if seriatim data is not available, and some-
times it is, the CIA came up with a formula based on 39 times next year’s death claims divided by the square root
of the number of lives. So the 39 factor was calibrated to Canadian salary data. And it seemed to work. But then
during 2006 when we were studying further aspects of the formula, specifically as they relate to negative reserves,
we discovered that the approximation doesn’t scale properly with respect to a group’s own particular mortality. So
we brought our concerns to our MCR and we formed a small work group, John Have, Wally, and me. And we
started exploring various alternative methodologies that would scale properly and be appropriately risk sensitive
while still not requiring too much more data.

So we are coming to a conclusion now. We had originally anticipated we’d implement them January 1st,
2008. That was delayed one year while we go and seek more actual policy information from the industry. But we
do expect to have it finalized by January 1st, 2009.

So in the new approximation framework there are going to be three basic methods. And in fact these are not
just confined to group business any more. There is a comparison set method for AD&D business that’s going to
be replaced as well. But I’m going to go through the methods in order.

The first one, which is the best method, involves the sum of the squares of the certificate amounts. So when-
ever you have seriatim certificate data you don’t need underwriting data, just the certificate amounts. This relatively
simple approximation here works very well.

And now at the end of 2006 we were actually going to erase all of the approximations in the mortality com-
ponent and just use this one. But someone at the AMF pointed out that companies may not have certificate data
available, especially reinsurers. But this is still the original one and if you can use it please do.

The second method is based on the work the CIA did for approximating the component for immaterial sets
of individual business. That is in fact a good formula and it’s scaled properly. And if you know the expected num-
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ber of deaths, it sticks to the exact answer very closely. So we’ve adapted this, and again it can be used for group
business or individual. It’s based on constructing the comparison set where the death benefit amounts and mor-
tality are similar to the set you’re trying to approximate. And it carries over a factor from, or the factor, the A fac-

tor from the comparison set, and scales it over to the set being approximated.
One interesting point here is that max term. In the original CIA paper C/N is the expected claim amount. C

is next year’s expected future claims. n is the expected number, big N is the expected number of deaths. In the CIA
paper if a company could not approximate big N very well then it would be precluded from using this method.
We do want to salvage this method so it can be applied whenever possible. So we’ve put a floor on the average face
amount or average claim amount. So if a company is unable to approximate big N it can still use the formula with
just the average face amount.

So the conditions we’re going to place around this are that the set being used for comparison must be at least
as large, or have at least the same number of lives, as the set being approximated. So it’s intended for small blocks
of business, but it can’t be used for a whole company.

And finally we had to devise a worst case approximation. We have seen since the end of 2005 some very hard
luck cases on the individual side involving reinsurance where there was just no data available. What do you do in
a situation like that? You still have to come up with some kind of number. So these are the absolute worst case val-
ues. There are upper bounds. You notice how they vary with the maximum death benefit amount. Now if all of
the death benefit amounts in a set of policies are banded tightly together this formula in fact won’t be that puni-
tive. But if the death benefit amounts are scattered over a wide range a company should get more data. So for a
session on Substantial Group Capital Requirements this is a substantial requirement.

Now our little work group has been doing additional data gathering since we came up with the basic ap-
proximations. The idea is to come up with an industry-wide factor for the dispersion or volatility of the group cer-
tificate death benefit amounts. Back in 2006 or 2007 I think, we did send emails around to some AAs asking
about the number of lives in their seriatim portfolios. And the idea was to calculate K factors, get a sample of, or
dispersion factors for, various companies. And what we found is that in some cases they were quite high. So for
the A√N/C term there was one company where this value was actually 3. So, our original intent was to just use
1.5, but after this preliminary survey we found we had to do more work.

So the idea now is to first confine our attention to traditional group business only. We suspect that it’s other
types of business that have highly variable death benefit amounts that are not tied to salaries that could substan-
tially increase a company’s requirement.

So we have just confined to group business. We are reviewing data partially from Ken Fraser’s Group Survey.
And the numbers being bandied about now are between 1.5 and 2 for this factor. I originally proposed 2 but the
data that is coming in indicates it’s quite a bit lower. Our intention in using a factor like this is to provide some
sort of phase-in, or give companies time to collect more data about their certificates because ideally companies
should collect the certificate amounts, if not the full underwriting information, because death benefit volatility is
a primary driver of the component. Matching of the q’s with each certificate is less of a driver.

Now, I’ve also done some work on studying the credit for policyholder deposits in the formula. This includes
both deposits made by policyholders under experience-rated policies, as well as CFRs in reinsurance agreements.
The existing formula allocates the marginal requirement for a company’s group block of business to individual poli-
cies. One of my goals anyways to eliminate all allocations in the component because, whenever something is al-
located by a net amount at risk or annualized premium the answer is probably not going to be correct. So instead
of calculating the marginal requirement for the whole group block, the revised formula we intend to implement
will calculate the credit based on the marginal requirement for each policy. And that is a more risk sensitive for-
mula. It does reduce the maximum credit available for policyholder deposits but only slightly.

On the other hand, since it is based on the true variance, where there could be policies that have zero premi-
ums and that are currently ineligible for any type of credit will now get some, be eligible for at least a small credit.
And we also intend to reflect risk sharing features in the credit available. The assumption up until the end of 2005
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had been that any dollar that was deposited by a policyholder was fully available to cover off excess losses. But then
I’ve since found out that sometimes the full amount is not available. So for example even though there’s a deposit
it might only be used to cover 60% of excess losses with the company taking the other 40%. So the formula in-

tends to reflect this.
Now, I was told before this presentation that there is great interest in the morbidity requirement. So I thought

I would do one slide on that. We didn’t work on the morbidity requirement per se, but we do intend to update
this requirement so that it’s consistent with whatever we’ve done for mortality. So the first aspect is the treatment
of policyholder deposits. They have deposits the same as group life policies. For mortality we have said that the
limit on credit for deposits will be based on the marginal amount. So the exact same reasoning should be carried
over to morbidity. And in this case it’s a bit of a give because the way the credit for deposits is calculated now the
deposit is applied against the gross requirement before the statistical fluctuation factor, and not afterwards.

And one other aspect, truth be told, I didn’t know until I discussed this presentation with Gary, is that the
statistical fluctuation factor as it’s defined now produces marginal amounts that are equal to 75% of the gross
amount if an insurer has a very large book of business. This is not strictly correct because if we are basing the cred-
its on marginals what can happen is an insurer can cover off its entire requirement with policyholder deposits that
are available for a single policy only.

Now it’s not just the issue of deposits. For this year we also intend to allow companies to deduct the morbidity
requirement from their negative reserve deductions from Tier 1. So it’s important that the structure of the statis-
tical fluctuation factor is mathematically coherent. So this is a proposal at this stage. It’s far from a done deal, but
in the draft of the MCCSR guideline for 2009 that we intend to circulate to the CLHIA soon it will contain a re-
vised and more compact formula for the statistical fluctuation factor. And it’s also quite a bit simpler.

Now, what led to all my interest in group business is the fact that the new mortality requirement is the first
time that OSFI is implementing a requirement that’s not modelled, and that allows a true diversification benefit.
Some of the problems here have solutions that are counter intuitive and not obvious at all. So that’s what led to
my interest. But also as we’re developing the future of MCCSR there’s probably going to be more diversification
given, at least within specific risks. So it’s important for us, for the office now, that in this first requirement which
is relatively easy, that all of the peripheral and subsidiary problems are solved correctly because these will then
form the basis for more complex requirements in the future.

And that’s, I think all I have to say. Thank you.

…(applause)…

Speaker David Neaven: Thanks Daniel. You’ve done some good work there on a pretty tricky topic.
Before I start I would just like to congratulate Gary Walters on the Bronze Volunteer pin which he was given

over lunch today. For those of you who spend a lot of time in group insurance I’m sure you would agree with me
and say that Gary deserves a gold pin. On the group side of things he spends a lot of time representing group ac-
tuaries and bringing our issues to the forefront with the CIA.

So I’m just going to give you a quick summary of this letter, which Gary mentioned that a group of us put
together and sent off to the CIA Capital and Risk Committee. And then get into some specifics on dental insur-
ance and on LTD, and Daniel has already touched upon the life risk.

First, just kind of stating the obvious, dental compared to some of the other product lines in group insurance
is probably the least risky. In fact it is the least risky. And therefore the MCCSR should probably be the lowest.

EHC, Extended Health Care, is more volatile and risky than dental, and therefore its requirement should
be higher.

And finally, long-term disability, the risks there are greater, it’s a more complicated risk than dental and EHC.
And it has different risk. It has incidence risk and continuing claims risk. So, not necessarily saying that it should
have a higher requirement than EHC, but it’s more involved.
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Now you might wonder why are we spending time on dental morbidity risks. That’s a pretty small compo-
nent. But the reason we did was it seemed to be low hanging fruit. It’s quite obvious that it’s not a risky line. And
when I look at our capital that’s required, and do little ROC calculation, I work for a company that’s very fo-

cussed on earnings and ROC and these things, and I get the denominator in the equation and I knock a little bit
off for what I think might be, you know, overkill on the capital side. You get a nice little pickup in ROC.

So just quickly going over the risks in dental. Well there’s the risk of misestimating the inflation. But we’ve
got fee guides that control and minimize that risk for us.We’ve got the risk of misestimating utilization.Well, there’s
a limited supply of dentists, and limited days in the year, and limited teeth in your mouth.

…(laughing)…

Limited demand. I know my kids don’t want to go to the dentist so, I mean nobody really wants to go.

…(laughing)…

So I think you’ll agree that it’s pretty contained. You know risk of misestimating the mean, but there’s really
a really high frequency of claims so you can estimate what the claim levels are going to be pretty well. And very
little variation in claim size. As a result there’s very high credibility of past experience.

Risk of catastrophe. Well, I don’t know. It’s, maybe the sugar pie at lunch yesterday, that wouldn’t help much,
but, pretty low.

…(laughing)…

So what we did, we got a big block of business, these things move really slowly, I think it was 2005 claims. It
might have been 2004, but things don’t change much. We took 500,000 certificates and we looked at the claim
levels on those records and we developed a little distribution of the claims, made a little stochastic random num-
ber generator given the information which we had on these 500,000 claims. And, you can see a little distribution
coming out here. Hopefully you can see that. And you probably can’t see it very well, but the line starts up on the
left. If you could see that X axis it would say $50, $250, and so on, and that would be the claim level for a cer-
tificate. So if you are, and for family that’s a certificate, and said well 12% of the time that the claim level would
be $150 or less. You might think that’s kind of low but that’s probably maybe single people, young people just start-
ing to work and they’re not bothering with the dentist much. But you get down to some quite low levels so you
get a nice trending off there. And getting over to the far right hand side of the distribution, what are the highest
level of claims, you can see even there it’s quite well-behaved. Two percent of the time the claims were around
$2,125 and then on the far right hand side you can see that the worst that it was was about .25% of the time you
had about $6,000 of claims, so you can see it’s quite predictable.

So given this we made our model up, and we looked at kind of a CTE, Conditional Tail Expectation distri-
bution, look at the 95th percentile. And like I said we did this work, it’s probably almost two years ago now so, I
know where capital requirements are going it’s not CTE 95 anymore. It’s a little different, so this is getting a lit-
tle bit stale but it gives you a sense of it. I think it still gives you a reasonable level. But we came out with about
half the level. So right now it’s at a 12% of gross premium requirement and we thought that well, to cover 95%,
in fact more, then you know just to leave that last average of the 5% distribution out there, that’s what you want
to be covering, you could do that with about half the requirement that we’re holding now. I spoke with some peo-
ple, showed this to business unit management and they said, yeah, that seems like a easy one. Try and get that mov-
ing forward.

I should mention that this letter was presented and we did speak with Denise Lang, she’s the Chair of the
Committee, and she told us that there won’t be any major requirements, any major changes to MCCSR until
IFRS comes in three years from now, but certainly the Committee is open to hearing what we have to say, and if
there’s some small tweaks along the way then maybe we can get those through. But this seemed to be a pretty sim-
ple one so I’m optimistic that we can do something here.
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Onto LTD. More complicated here. We currently have a 12% of gross premium requirement continuing
claims level that varies by duration of disability and length of the benefit guarantee period. It typically ranges for
continuing claims from eight percent to four percent of the reserve. And of course we multiply this by statistical

fluctuation factor.
So the new claim side, the gross premium that you’re applying this 12% to is made up of— you have an ex-

pense component in your premium, you have a profit load and you’ve got your cost of claim so I certainly hope
that’s what people have. That’s what we do at Manulife. We don’t just charge for the cost of the claims. We try and
make some money and cover our expenses. So you’re charging right now 12% on this full level. So I’m not sure if
that was intended when these requirements first came out about 15 years or so ago, but that may have been an
oversight. I’m not sure.

On the continuing claim side it’s a function of the reserve. Reserves obviously include your PfADs, and there-
fore the larger your PfAD the larger your requirement. Which is when, once again when I speak to the manage-
ment in the area and this is a much bigger requirement on LTD, of course they look at me like why is that, that’s
got to be wrong. That just doesn’t feel right. It might have been right at the time and it gave a reasonable number,
but mathematically there’s got to be a better way.

Just looking at the continuing claims. If you look at that four percent to eight percent requirement on a ma-
ture block of business, open claims, which I think a lot of the blocks in Canada probably look like that you’re look-
ing at about a six percent of reserve requirements. And if you’re also holding within your reserves a mid-range
assumption in your PfADS that’s probably about another six percent of the reserve if you hold half way between
five and 20% of the termination rate. That equates to about six percent of the reserve. So between the two of
them you’re up to about 12% of your reserve now which if you wanted to equate that to something, sorry, it’s hard
to make that tangible. We tried to make that tangible by just saying well what does that equate to if I take off the
PfADS and so on and just knock something off my termination and my recovery rates? It equates to roughly a 20
to 25% permanent reduction in recoveries forever.

So you can either hold this total amount of 12% which is kind of what we’re holding now, and that equates
to you know 20% adverse experience plus on the recovery side forever. Which I would ask the question, is that
plausible? Probably not. That’s probably way out there.

I know month to month we have variation in our termination experience but it always seems to bounce back,
and year over year if we look back five or six years there’s some variability. It might maybe four or five percent per
year, but 20% forever. I’m not sure what kind of event would cause that to happen. Especially when we have some
control over these things. We manage the claims, we have rehab people out there, we spend a lot of money to help
people get back to work. So it seems to be quite extreme this 20%.

So that’s just at the 100% level, and of course you’re going to be holding more than 100% so you might be
holding the equivalent of you know 25, 30% of flat reduction recoveries forever today. So that seems, just my per-
sonal opinion, that seems to be way out there, way, way, way, way high.

So we mentioned this new concept in our letter to the Capital Committee, and it just came from the logic
followed in the initial work on the segregated funds where there’s a total balance sheet approach where today we
hold, reserves are calculated at x% of expected terminations, you’ve got your expected terminations and you might
calculate your reserve at 95 or 93% of that. We would propose that you would hold, your capital would be based
on a similar approach, so mathematically the same but you would do it at y% and y would be less than x so you
might hold at 90% or 88% of recoveries or some function of that. And then you wouldn’t be double counting.
You wouldn’t be holding more capital every time, if you increased your PfADs up.

So that is it for my presentation, and there will be some time for questions at the end. I turn over to Gary now.

Moderator Walters: Thank you David.
So Daniel and David talked to you a little bit about what is going on, what’s being looked at in the actual cap-

ital requirements. What I’m doing in mine is just a little bit following on from some of the consequences of the
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changes in the way we’ve looked at capital. Particularly since the changes in the mortality component came out
two or three years ago.

And, the challenge is to find a way of actually ensuring as a company you meet your return on capital.

MCCSR is now particularly for the mortality side based on a macro component. It looks at the total requirement
for the company, and it’s not easy to allocate that group by group. And in the past when you had a factor com-
ponent it was relatively easy for the life— you took the sum assured and multiplied by the factor and essentially
allocated part of the capital back to a particular group, and then get a return on that and make sure, and there-
fore you knew when you added everything up you would get the appropriate return on the capital, for the cap-
ital that you’ve used as a company.

The MCCSR, because it looks at the benefits from pooling risks and for the various lines, combined with in-
dividual you can actually end up with components that are not easy to allocate back. So three questions come
under the pricing that I was going to look at here. Firstly, is how do you decide what profit each group is supposed
to be bringing in? So you’ve got an overall requirement that you set out in your plan because your overall capital
is this and you need to get your 15% post-capital, post-tax on 175% of MCCSR or some such formula. And that
money has to be allocated back by group.

The second thing is that may not actually represent the risk that the group is bringing to you as a company.
So there may be a separation here from actually what the capital requirement is and what the effective risk is. And
particularly because you’re getting the benefits from the pooling of risks, you may end up actually allocating cap-
ital that may be a lot less than the sort of effective risk of that company.

And the third thing is that if you’ve got a refund accounting case how much CFR do you actually need?What
actually makes sense as the level of CFR that you need? In the past you know you could have allocated 100% of
the MCCSR and there was some formula. Nowadays it’s on the new method because it’s aggregated, it’s much
harder to do that.

So just looking at comparing what the MCCSR will give you as a capital measurement versus what you’ve got
in the group, the risk for a particular group. And a lot of this is not rocket science here. You know your capital goes
up with more groups. So if you have more business you have more capital. But the rate of which your capital goes
up gets less and less. So the incremental amount of capital for growing new business gets less. So if you look at it
as sort of capital per unit of exposure that goes down as your block of business goes up. And your group capital
now is very much influenced by what you have on the individual side. So if you have a large block of individual
life and a block of group life the incremental capital of just adding the group block in may actually be relatively
small compared to the sort of stand-alone capital.

The other thing this means is that when you’re trying to predict out, and this is an issue we share with our
individual pricing actuary colleagues, it’s very difficult to predict what capital you’re going to need in the future.
Because it all depends on how many groups you have and how much individual business you’ve got. It becomes
very difficult to assess how much MCCSR is going to be needed for a particular group as you run into the future.

And so the second question comes here. If you’ve got a pooled case, obviously the capital you allocate to one
group is partly useable for the capital you allocate to another group. I mean that’s the idea of the more groups you
have the less capital you need per unit of exposure. But if you’ve got a refund accounting case with a CFR then
the money in that CFR is only available to cover the cost or the adverse effects that may come out of that one par-
ticular group. So the capital is not shareable. And there’s a technical term for that and I can never remember what
it is. Is it fungible? Is that the word I’m looking for there? But your capital becomes allocated. Your CFR, which
you’re using in lieu of capital on some of the refund accounting cases is only available for that particular case.

TheMCCSR uses the square root of the sum of squares. And I’m going to use an example here, and I am going
to credit my friend Daniel here because I’ve actually lifted an example that he generated for OSFI when they were
back reviewing this. So as we go through the numbers here it’s a fairly simple example but I think it will hopefully
show to you the variation here. So if the group requirement on the stand-alone basis is about 15% of what the in-
dividual requirement is, you put the two together as the square root of the sum of squares and your total capital
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is not 115% of the individual, it’s 101%. So the incremental extra capital for having the group business when you
have a large block of individual is minimal, even if the group business is a fairly substantial block of business.

So the question is, who gets the benefit of this? I mean you could and being groupie I would always say of

course I only need to base on the incremental capital here so I need to price on the 1% which could make me re-
ally quite competitive I would think. Whereas my friends on the individual side, will say, “We gave a lot of this.
We should get some of the credit here. We’re providing a lot of the value here.”

What essentially is happening here is you’ve got on two stand-alone basics 115% that’s needed. On a com-
bined base you’ve got 101 and that’s essentially saying you’ve got 14% that’s being shared by group and individ-
ual. So that’s the diversification benefit here is you’ve got a portion of the capital you don’t have to hold because
you can share it between the two lines of business.

So we’re going to look at group here. This is a small company. It has three policies. And they need capital of
100, 200, and 300 respectively if you count them on an individual stand-alone basis. But if you combine the
three, so the square of 100 squared, plus 200 squared, plus 300 squared, you come out with 374. So you actually
have 38% reduction in the total capital, 374 is 62% of 600, as a diversification benefit. This is all part of what in-
surance is. We diversify things. Things become more predictable. So the question again comes, you’ve saved 226
in capital, how do you allocate that around? Who gets the benefit of this?

So let’s just look. If you were a slightly smaller company and only had the 100 and 200, then you need 224,
the square root of 100 squared plus 200 squared is 224. So the diversification benefit there is only 25%, a 25%
reduction. If you just had the first and the third it’s 21, 28. In the example of this company we’ll charge everybody
62, we’ll charge them 62% of their original capital. You’re giving the 38% diversification equally across every-
thing. That may look good but if you get a change in your mix of business you may actually be under or over charg-
ing them in the future.

So let’s look at policy two. This is the one that had the requirement for 200. On a stand-alone basis it had
200. If at the point you brought on that policy you already have policy one that had 100, then the incremental
capital is 124. It goes back to the previous slide, you need 224 for the two combined. If you look at how that would
average out, so you’re giving the diversification benefit equally to the 100 and the 200 it comes out as 150. So the
question is again, how do you price this? Do you price it on an averaging basis or on an incremental basis? If for
example your individual line of business had a component, and I just picked a number here of 2,500, you’ll find
out in the end that’s 15% when you’ve got all three policies. And the incremental capital is only eight.

It’s not 200, it’s eight. So what do you price? But if you average the capital across, so you give the diversifica-
tion factor across all the lines of business, the individual and the group, just using the same percentage you come
out at 179. So we’ve got one policy here and I’ve got five different capital numbers in a wide range of values.

So before we come to the next renewal of policy two, we’ve actually added policy three as a new piece of a
new business. So if we go through all the numbers again, you know my five numbers essentially are different. I’m
pricing now next renewal, the capital under any of these scenarios is different to what it was last year. The num-
bers in the brackets with the asterisk beside them are the numbers from the previous slide, just so you can see
the comparison. So last year the incremental capital just looking at the group is 124, but now you’ve got policies
one and three, the incremental capital of number two is 58. And so if you go through this again you’ve got five
different numbers for capital that vary significantly and they’re all rather different from last year. So the question
again is, what is the extra risk from bringing this company on? How are you going to actually charge them for
cost of capital to make sure you meet your overall requirement? And that adequately reflects the risk they brought
to you as a policy.

I’m not coming up with solutions here. I feel I will have succeeded if you go out of here thinking, oh, I bet-
ter think more about that.

So the other thing, and this is a related question is, what level of CFR do we require on a refund accounting
case? So the CFR, just remember, is only available to cover poor experience on that particular group. Money in
the CFR can’t off-set capital required for any other group. So if you remember back to the previous example, the
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incremental capital to the company was 8. So arguably that’s the only amount you could off-set from the CFR.
You know it’s the only amount that you can get from having a CFR in place is reducing your capital by 8, because
that’s the equivalent of completely removing the risk for that group out of your company.

And I don’t know about anybody else but I would suggest that that’s probably a lower level of CFR than we
need to adequately reflect the risk inherent in that group.Which arguably you could come back as the original 200,
the actual stand-alone risk because being refund accounting this is a stand-alone risk. So the question is, what
level of CFR should you be requiring from your clients? Or you can go for any one of those numbers in between
depending on whether you want to take advantage of all the groups you have or only some and the individual ver-
sus the group.

So in my conclusion here, which actually overturns what I’ve been doing for about 15 years since MCCSR
came in, is that MCCSR is not necessarily very useful in the pricing exercise. It may give you some guidance, but
you need as a company to think about what risk do you want a CFR to cover? What risk is appropriate to charge
the client for? What level do you have to charge people to make sure that as a company you meet your return on
capital? And recognizing that if your business changes next year everything you calculated last year may change.

So that was just my little intellectual exercise in MCCSR which came out of working with Daniel in, well my
thoughts from MCCSR, and then having had discussions with Daniel in preparation for this session.

So, at this point we’d be very happy to take some questions. This is being recorded, so please come to the mi-
crophone, state who you are and then you can give a question in French or English, but we’ll probably only an-
swer in English.

Denis Garand: Hi, my name is Denis Garand. In with all the work that’s been done on this is there any discus-
sion with the tax department? Because the tax department permits up to 25% of premium as a taxable reserve.
Anything over that is not allowed. So is, in all the work that’s done in this, is there any communication with the
tax department?

Speaker Mayost: I’ll answer first. Within all the work that we do at OSFI with regard to setting capital require-
ments it is done independent of tax considerations. Now, things like tax assets do have a capital charge, but we’ve
definitely had problems in the past where we’ve just done something and then the tax department has called us
asking for an explanation of the change and how they can reconcile the existing requirement with what existed be-
fore for tax purposes. But within the mortality or morbidity requirements taxes were not a consideration.

Moderator Walters: I think just to add something here, of course the tax rules don’t preclude you from requir-
ing a CFR of greater than 25%. They just make it tax inefficient. I just remember having some small life refund
accounting cases with some high amounts in there where we required 50 and 75% CFRs in my past.

John Have: It’s John Have. I just had a question for David. Did you do any stochastic modelling on the LTD
to arrive at those numbers?

Speaker Neaven:No, unfortunately we haven’t developed a sophisticated LTDmodel yet. We’d like to if we have
time. LTD is very, very complicated. Those of you who work with it a lot would know. But no, we have not got-
ten that far. As far as I know only about one or two people have a more sophisticated model of any sorts at the
moment. And even that’s pretty crude. So I mean LTD the whole valuation and capital, that’s got a long way to
come in terms of modernization.

Moderator Walters: Just adding to that, the concept of the letter was to try to get the concept of a sort of a total
requirement looked at. And you’ll notice we talked about sort of y being bigger than x without actually com-
menting on what y and x are. And I should add that poor Daniel is at a bit of a disadvantage here because that
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concept hasn’t been submitted to OSFI so they’ve had no chance to review or come to a position on it. It’s at the
moment an internal CIA discussion.

Speaker Neaven: Just one thing to add on the stochastic modelling on the LTD, it will be done by Manulife. It’s
on the list in terms of our economic capital work that’s being done in our corporate area. It’s not the first thing

they’re looking at. They’re looking at variable annuities and the life products and then the LTD and morbidity is
on the list.

John Have: Because I mean you see there’s actually similar components on the individual DI side. No doubt the
two will move in tandem somehow.

Peter Douglas: Peter Douglas. I’d just like to mention that I’m one of the people who does do LTD stochastic
modelling. (laughing) It can be done. It does let you quantify what y should be.

Moderator Walters: Right. So I see capital is actually quite enlivening.

…(laughing)…

Speaker Neaven:When IFRS comes into place then we’ll have to models to do this or somewhere along the line
it’s not going to be acceptable using these factors anymore at that point so.

Moderator Walters: I thought you were going to suggest we should ask next time to go after the IFRS session so
we seem more exciting.

…(laughing)…

Denis Garand: I might as well ask another question. Denis Garand again. I guess I’m just curious why OSFI took
this approach. It seems like it’s much more complex. I’m not sure we gained a lot in understanding of the risk. And
it also assumes that we have good data on the group side of the expected claims. And the expected claims I assume
there’s things that are changing every year. It’s dynamic. So like there’s a lot of complexity to it if we really want to
get down to the essentials of it, and I’m not sure we’re gaining that much with this formula. It seems maybe math-

ematically precise but in the end I’m not sure it’s helpful. That’s my personal opinion.

Speaker Mayost: In developing the formulas we started off from the assumption very early on that all companies
had next year’s expected claims for their policies. And that was never questioned. If a company doesn’t have this
data that would call into question I think just whether the company should be issuing this business.

…(laughing)…

But there has to be some, a company should have some idea, just at an aggregate level, their expected level of
claims. But if a company doesn’t then I really am at a loss.

Moderator Walters: Daniel is going into politics shortly.

…(laughing)…

I mean, just to pick up on that I think at a simplistic level you know your target loss ratio times your premium
is your best estimate of next year’s claims. So I mean I think you do have a reasonably good estimate of what the
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claims should be. Yeah, I mean there are times when your sales force may make that a little less reliable by allo-
cating discounts to various groups, but I think the feeling is that average expected claims should be available.

One of the issues that I think is one of those battles we sort of fight a lot in the group area is the fact that we

don’t feel the need to get certificate level data to manage our business from a day-to-day management point of view.
Clearly from a capital point of view there’s a different view on that. On one of the slides Daniel said that these are
approximations that may well disappear in 2012. This is a period of time to go out and work at how you’re going
to get more detailed information. And I think David made the comment as well that with IFRS things are only
going to get more complex, not simpler.

Well, do we have any other questions? Alright. Thank you Denis.

Denis Garand: Sorry. Just from a macro economic point of view in adding complexity, and maybe this is hap-
pening globally for businesses to try to get some data, there’s a loss of the value to the whole economy.We add more
capital than what’s required or we add more precision creating more expenses for no real added value to the macro
economic situation. So I mean that’s where I’m coming from. I’m still not convinced that this is something that
is of value to society in the end. We can make everything more complex and very precise, more expensive, but it
doesn’t give us anything for that.

Moderator Walters: As a personal viewpoint I remember working with an actuarial student who spent weeks
going through some work, and I think it was pricing work, and came and said, you know this is the answer. And
gave me the answer to five decimal places. And as a mathematical exercise it was entirely correct. There was noth-
ing wrong. The trouble was that at some point in the process he had assumed you know that interest rates would
remain flat at ten percent for the next 20 years. And I do wonder whether sometimes we get into a level of com-
plexity which masks the inadequacy or the, not inadequacy, the sort of imprecision of some of the assumptions
that go into the process. You know we can get to the point as actuaries where we take ourselves too seriously. That
this whole calculation process is absolutely right, but it all assumes that we’ve got a really good estimate for expected
claims or qx’s or whatever it is. So I think I’m agreeing with you Denis.

Well, I’m going to, I think, declare the thing closed. You can go out and get the first dibs on the cookies. So,
thank you very much everybody for coming.

…(applause)…
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