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Moderator Sean Russell:Okay we might as well get started. I think we’re just past four o’clock. My name is Sean
Russell and I’m on the ERM Applications Committee.

This afternoon this session is titled Liquidity Management – Lessons Learned from the Sub-Prime Crisis.
This proves to be I think a very interesting session. It’s part of the ERM track that the CIA is doing during this
meeting, one of the five sessions. And I think it’s going to be quite interesting because it demonstrates a practical
real life example of an issue that we’re all very aware of. It’s a one-in-a-hundred-years event. It’s an actual event that’s
happened and we can talk about it in an ERM context on what worked and what didn’t work.

We have three very interesting speakers today. The goal of our session when we set it up was to have a mem-
ber from the academic field, a member from the business field, and also a member from the regulatory field. And

we’ve been able to achieve that with the three speakers we have today.
The first speaker will be Jacques Lussier who is the VP of Securities Investment Management and a financial

engineer of Desjardins Asset Management, where they manage about 43 billion in assets. He has a Masters from
the University of Montreal, a PhD from the University of South Carolina, and is a CFA.

Our second speaker will be Gilles Bernier who is Professor of Finance and Insurance at the Faculty of Busi-
ness and Insurance at the University of Laval. He is a PhD and graduate from U of T Rotman School. He cur-
rently holds the Industrial Alliance Insurance and Financial Services chair at Laval. And he sits on the board of
Industrial Alliance Trust which is a subsidiary of IAG. And he is a member of the CIA Actuarial Standards
Oversight Council.

Our third speaker will be Stuart Wason who is Senior Director, Actuarial Division at OSFI. He is chair of
the IAA Solvency Subcommittee. Before joining OSFI last fall he was with Assuris, which is the life insurance
policyholder protection fund, and prior to that he was with Mercer Oliver Wyatt.

I’d like to introduce Jacques.

Speaker Jacques Lussier: Thank you very much. In this presentation I’m going to start from the global to the
specific. And one thing that we have to remember about global financial crises is that recessions, economic slow-

PROCEEDINGS OF THE CANADIAN INSTITUTE OF ACTUARIES Vol. XXXIX, No. 2, June 2008



Vol. XXXIX, Nº.2, juin 2008 DÉLIBÉRATIONS DE L’INSTITUT CANADIEN DES ACTUAIRES

2 GESTION DES LIQUIDITÉS–LEÇONS TIRÉES DE LA CRISE DES PRÊTS IMMOBILIERS À RISQUE (TR-16)

downs, they rarely led to global financial crises. Actually it’s the other way around. It’s usually global financial
crises that led to economic slowdowns, recessions, or even depressions in some cases.

The reason for this is that in order to have a global financial crisis you must have low risk premiums on some

asset class. Whether it’s real estate, whether it’s credit, whether it’s equity, you must have low risk premiums, which
means that investors for one reason or another were willing to accept extremely low compensation for the risks that
they were taking. And low risk premiums only occur after a long periods of economic prosperity. You must have
had economic prosperity, stability in the economy, in order to have low risk premiums on some asset class.

For example if we take like the two last examples of financial credit issues or financial problems, let’s first
look at the burst of the equity bubbles in 2000, 2001, 2002. If we go back to January in 2001, interest rates for
the 10-year for example Treasury were at 6.5%, and at the same time the earning to price ratio on equity was rang-
ing from as high as about 3.5%, which is not very high at all, and as low as less than 1%.

For example, the NASDAQ in January of 2000 was trading at an earnings/price of only .6%, which means
the price is 140 times earnings. And at the same time somebody could have bought a ten year Treasury Bond that
was yielding 6.5%. And if you look at the current situation that we have now, it’s exactly the contrary, where we
have a situation where earnings to price in the equity market are in the range of 6.5% to10% in Europe for ex-
ample. You’re paying only about ten times earning to buy equities, and then at the same time we’re having in-
terest rates in the range of 3.5% to 4%. They’re rising but they’re still extremely low. So we have the total reverse
situation, more like a situation of the kind that we observe in 1965, 1966 when we actually had extremely low
interest rates.

If we take the last example, the credit crunch of the last year, what we had in this case were extremely low risk
premiums in the credit space. It started in 2006 and for AAA paper for example you’re being paid 20bp which is not
a lot, which also means that if you’re wrong about your assumption of economic stability and prosperity you have no
cushion to protect you against any event that you have not anticipated. And this is what has been happening.

Now, another factor that’s also important is that the correlation risk is actually much greater in the case, in
the situation where the risk premium is extremely low. If you have low risk premium you’re going to have higher
correlation risks because it’s much more likely that assets are a part of the same asset class and are going to behave
in a similar fashion.

Now another important aspect when we talk about correlation risk is the fact that leverage does increase cor-
relation risk, in the sense that if some investors are highly leveraged it’s probably very well known in the industry,
and it’s probably also extremely likely that some agent in the financial sector is going to try to take advantage of
the fact that they know that you are highly leveraged. And this is something that I’ve witnessed in the case of the
ABCP (Asset-Backed Commercial Paper) crisis in Canada over the last year, and I’ll come back to that later on.

Another aspect also that’s important about correlation risk is that we tend to look at correlation risk as being
correlation between assets, when in fact sometimes the risk related to correlation is correlation related to the struc-
ture of these assets.

For example, in the case of ABCPs the underlying credit was the problem, because most of the structures in
the ABCP market in Canada were requiring leverage. Since they were requiring leverage we needed equity agree-
ments, and all of these structures had kind of similar equity agreements, some of which may not have been en-
forceable, some of which may not have been respected by the people that actually provided liquidity, or in some
cases it’s even possible that the investor may not even have tried to enforce these liquidity agreements because the
problem was so huge that nobody wanted to sue. If you have a problem that’s 33 billion dollars in size, it’s unlikely
that investors in this market are willing to wait four or five years to find out if they’re right or wrong. Even if they
believe that they’re right they’re probably unwilling to wait five years just to find out if they’re right or wrong.

Another aspect that is extremely important is securitization. It’s something obviously new over the last ten
years. And we may say that securitization increases risk and it’s a well known fact, because we don’t have alignment
of interest between originators and investors, and we’ll come back to that later on. But securitization also increases
risks for any type of securitization which is not senior AAA. We will see later on that there’s much higher correla-
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tion risk for anything that’s singly rated, doubly rated, or even AAA if that AAA is not senior AAA, i.e., if it is not
the most senior position in the capital structure. And one of the aspects that has created problems over the last year
is the fact that a lot of AAA investments were AAA by rating but were not AAA by seniority, which means that a

lot of other AAA issues were senior to those AAA and I’ll come back to this later on.
Now, if we look at the trigger of the current liquidity crisis, I’m not talking about the cost, but the trigger.

The cost was low risk premiums across the board in the credit space but the trigger, the reason why it started last
year instead of starting this year, instead of starting next year, was because obviously of the sub-prime sector.

For example if we look at the sub-prime sector in the States, 333 billion in size in 2003, 1.4 trillion in 2006,
2007, and what’s also not discussed as much is the fact there’s also a trillion of what we call Alt-A mortgages, and
really the difference between sub-prime and Alt-A is kind of fuzzy. You know theoretically sub-primes are borrowers
who don’t have a FICO score of 625 and where the mortgages have some characteristics like a high loan-to-value
ratio or maybe low documentation. But an Alt-A mortgage may be qualified as an Alt-A because, although the bor-
rower has a higher FICO score, he is still borrowing using a low-documentation process to get his mortgage, which
means that it might be the case that we actually have not verified the income of that particular individual, so some
Alt-A might be sub-prime actually. So in total you had about 2.4 trillion of mortgages that were currently being
characterized as sub-prime and Alt-A. And if we look only at sub-prime and not Alt-A, 8% of the origination of
the total mortgages in the US in 2003 were sub-prime, but 20% in 2006, 2007. In the US 7.2 million households
have a sub-prime mortgage. What’s very interesting, and even almost more important is the fact that 90% of the
people who own Adjustable Rate Mortgages in the US, these famous mortgages where you pay a lower interest rate
and suddenly you pay a lot more (and these are not only sub-prime borrowers, you have Alt-A borrowers and
prime borrowers that have ARM mortgages), 90% of these mortgages had a clause that indicated the interest rate
would be adjusted by at least 3%. And 70% of the cases at least 5%, so some people that have 3% interest rate
would go to 8%, some people had 6% would go to 11%, and this affected a lot of people.

If you look a little bit more on this page you can see that in 2006 400 billion dollars of mortgages were ARM
and were reset, in 2007 one trillion, in 2008 450 billion. So you have almost two trillion dollars of mortgages where
the interest rate has been increased by at least 3% and as much as 5% or more in 70% of the cases.

If you look also at the amount of mortgages that were provided without adequate documentation 45%; the
number of foreclosures since the beginning of the year 825,000; decline so far in real estate about 15%. So yes this
was big enough to have a major triggering effect in the credit space.

If you look at the expected loss here there are discrepancies. If you look for example at numbers from the IMF,
the International Monetary Fund, they talk about 815 billion to 1.1 trillion, among banks, insurance company
hedge funds, government sponsored entities, etc. If you look at OCD they talk about 400 to 450 billion dollars.
The reason for the difference, in the case of the IMF, what they’re looking at is mark-to-market losses. And these
were measured in March, about at the worst point in time. And obviously as we all know in the liquidity crisis it’s
often the case, and we will see that a bit later on, that the price of the asset does not reflect the underlying risk of
the asset. In some cases it might not be obvious; in some cases it’s extremely obvious. And the OECD (Organiza-
tion for Economic Cooperation and Development) estimates that when we look at this when it’s all over and fin-
ished, lets say five or six years from now, that the actual losses will be in the range of about 500 billion dollars.

Now even the Bank for International Settlement has said recently that if we look at mark-to-market losses on
what we call AAA sub-prime paper that these losses may be overestimated by as much as 60%. And one reason for
this is simply, well, there are two major reasons. One is accounting treatment. In the case of the IMF they look at
the mark-to-market losses, but a lot of the investors in there are not going to be marking-to-market these losses.
In some cases the accounting treatment calls for holding to maturity and they’ll only take losses if the investor re-
ally perceives actual losses in his portfolio.

The other reason is that these estimates of market value are based on indices. And the index that’s being used
mostly to evaluate these mortgages incorporates a much wider percentage of AAA assets that are not truly senior
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AAA, they’re junior AAA, which means that when we evaluate senior AAA assets we overestimate the losses that
are going to be related to this particular asset using this index.

Now how did it start? How did we end up with this sub-prime crisis? Actually we have to go back 20 years

for that. Even more than 20 years. In 1982 the US government, wanting to promote home ownership for every-
body, passed the Depository Institutions DeregulationMonetary Control Act which abolished caps on interest rates
on mortgages. So when you did this, you allowed financial institutions to say well we can now loan to riskier bor-
rowers at a higher rate. Before, you couldn’t do that because there was a cap on interest rates so you couldn’t loan
to riskier borrowers. But really what hurt, or created this crisis, is what we call the Alternative Mortgage Transac-
tion Parity Act of 1982, which allowed banks to do something other than fixed rate mortgages. It allowed them
to do these adjustable rate mortgages, balloon payment mortgages, interest only mortgages where you don’t pay
interest for like five years and suddenly you have a lot of principal to pay back. But the worst case was the ARM,
the famous adjustable rate mortgage that allows the banks to lend to investors below market rate, capitalizing the
difference, and a few years later these investors ended up with a lot more capital invested, a lot more debt related
to their housing.

What leads the growth of the market? Two things. Now these new laws allowed a sub-prime market to de-
velop, but what allowed the market to grow are two things. First, low inflation or declining inflation over the last
25 years. Declining inflation creates tremendous wealth. It creates wealth everywhere: for people who own bonds,
for people who own equity, for people who own real assets. It creates wealth and now we’re in the reverse situa-
tion. We’re more in a situation of 1965 to 1980 where wealth is already somewhat at the maximum. At the min-
imum it’s going to be stabilized, at the maximum some of the wealth is going to be actually destroyed.

The second factor is obviously securitization, which was promoted because it paid higher spreads to investors.
And we know that 75% of the sub-prime mortgages that have been originated have been securitized, and 80% of
this securitization was done using AAA tranches. As you know when we create an MBS (mortgage-backed secu-
rity) we take a pool of mortgages and we tranche it. 80% was on average AAA, 11% was about on average AA,
which means that the first people to take the losses were the 2% that were holding the equity tranche. After this
was wiped out, the second tranche, BBB, would be the one that would be at risk; after this is wiped out, the sin-
gle-A, etc. Now in order for this market to work you needed a lot of AAA. You would not have been able to have
a growth in sub-prime if 80% for example of these MBSs were not producing AAA tranches. The reason for it is
is that you need investors to fund most of these mortgages. A lot of investors cannot buy equity tranches or BBB
tranches. They have to own AAA. So you needed a lot of AAA. So we did get a lot of AAA.

Rating agencies were working on the following assumptions: that when they were rating an MBS, that 50%
to 65% default rates were required with 65% recoveries to trigger an AAA tranche. What’s happening right now
is that we’re thinking that 70% losses are possible which means that the recovery rate would be extremely low.We’re
talking about a recovery rate that could be as low as 30%. As you know, a lot of housing is being sold at 40-45%
discount and once you include the legal costs, the recovery rate is much lower. We’re talking about a recovery rate
that could be in the 40% range which means that it takes a lot less default than before to trigger an AAA tranche.
Now these MBS AAA tranches, they may be safe. But the double-A, the single-A, the BBB, certainly the BBB are
probably entirely wiped out and the single-A are very at risk of being wiped out across the board. And a lot of the
AAA actually are probably going to survive in the MBS space. And I’ll come back to why I’m saying that “in the
MBS space” because in the CDO (Collateralized Debt Obligations) space it might be a little bit different.

Now, regulators also helped the growth of this market because for many investors they were, if you look at
the risk asset rate that was related to securitization, it was a lot less than for corporate of the same rating. In some
cases 20% compared to 100%.The instruments also that were being used to distribute these sub-prime mortgages
also contributed to the crisis in the sense that we started putting extremely risky assets, in terms of the underlying
assets, in short term instruments less than one year, the instruments that probably in most institutions received the
least attention from the credit point of view. And then the investors are to blame for excess leverage and for being
too trusting, being too negligent. For example, if we talk about the RMBS (Residential Mortgage-Backed Secu-
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rity) sector where we find the sub-prime mortgages, from 2006 on it was very, very clear there were going to be
tremendous losses in that sector. A lot of hedge funds have been saying from 2006 that anything BBB would be
wiped out. What we underestimated was the contagion that would come from these RMBSs and the fact that this

crisis in the sub-prime sector would affect other sectors as well in a very significant way.
For example, this is the best example of a liquidity crisis. There is something called the 30-100 tranche which

is, you have a portfolio of 100, 125, 150 securities, and you’re only exposed to the risk of that portfolio if there is
more than 30% losses in that portfolio. 30% losses, if we assume 25% recovery, means that you’re talking about
38% default in your portfolio. And what you have here is the spread that you could have received on the 30-100
tranche for a seven year investment which is not that long, and actually you could have gone in the same spread
for a five year investment.

Just to put some perspective on this. The worst case of losses on a portfolio like the type of portfolio we’re talk-
ing about over a ten year period, over the last 40 years, has been about 8%. Now we’re talking about investments
that provide a 30% subordination. Conceptually you didn’t even reach this during the great depression in 1929.
And because of this, this is considered to be a no-risk, almost risk-exempt, investment, because to have 30% losses
in portfolios such as this one probably you shouldn’t care because it’s very likely that if you’re a financial institu-
tion you’re among the 30% that’s probably not there anymore. So you shouldn’t care about default or losses be-
yond 30% because probably you’re not even there anymore. Now the fact is is that these transactions were selling
at 4-5bp spread, probably way too narrow for a long period of time. But in March of this year it reached 75bp and
it lasted at that level for about maybe two or three weeks. So you were getting paid 75bp excess spread for a no-
risk situation assuming that you did receive the authorization to buy credit risk in March of this year. So this is a
very good example of contagion. And this is the reason why we had the ABCP crisis in Canada. The fact is, as we
will see a bit later on, about 80% of the investments that were in ABCPs were of this nature - investments with
attachment points, not of 30% but usually of 20%, extremely high for a seven year residual term. Almost impos-
sible to trigger default on this. Probability of this on any statistical level would be extremely small.

For example a rating agency to give an AAA rating would probably require about 7% subordination over
seven years, or 8% maybe. We’re talking about 20% and still we have a major crisis in this country for reasons not
related specifically to the quality of the underlying assets, and we’ll come back to that later on.

So, what factor led to the demise or the big financial meltdown?Well first let’s look at how much of the mort-
gages were securitized. In 2001 we went from about 50% of the mortgages were securitized (I’m talking about sub-
prime) and in 2006 we’re talking about 80%. And that’s one of the reasons. Another reason if you look at Adjustable
Rate Mortgages, their ratio which was already high in 2001 in sub-prime, 74%, went to 91%, Interest Only went
from 0% to 23%, no-documentation or low-documentation mortgages (which means that we ask you what your
income is but we won’t verify what your income is), 28% to 50%. Debt-to-income ratio remains stable but how
can you verify this if you have low-documentation. So this is the reason why we have this issue.

Now, let’s look at innovations. When I said before an AAA, not all AAA are created equal. And this chart here
is almost funny if it was not so dramatic. What you have on the left side are these mortgage-backed securities, the
pool of mortgages split into tranches: 80% AAA, 11% double-A, 4% single-A, etc. And here, the AAA, if you own
the AAA piece in this case you really have 20% subordination below you. And it’s really a senior AAA

Now, some decided that well we could take the top double-A and AAA tranche and create CDOs, re-tranche
this, which in this case wasn’t so bad. So you ended up with another structure that was tranched, and in this case
the subordination was even less below the AAA because it was based only on the best piece of the MBS. But some
people had the good idea of doing this and somehow it got rated and I hope you don’t own this because you have
senior AAA tranches that were created out of double-B and BBB tranches. Statistically speaking I don’t know how
this gets done but it was done. And then somebody had the good idea of doing that.

…(laughter)…
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Basically where the single-A, double-A tranche became another CDO, a CDO squared and if, and obviously
think about this, if the double-B here in the MBS space and the BBB are wiped out everything to the right at the

bottom is wiped out. You know there cannot be any residual value in this.
Now, why did this happen?Well, first if we look at the role of rating agencies, Moody’s rated 96% of all these

mortgage bonds, S&P 97%, Fitch 51%, so most of these bonds were rated by at least two rating agencies since
two of them rated almost everything. And obviously there might have been issues of conflict of interest. It’s pos-
sible there may have been issues of conflict of interest. First, a large proportion of the income of these rating agen-
cies came from securitization over the last few years. As we know the ratings are paid for by issuers. There have been
computer errors you know which were disclosed recently on some securities, CDPOs (Constant Debt Proportion
Obligations), which are a bit similar in the sense that they received an AAA rating in early 2007 but really did not
deserve an AAA rating. It should have been an AA or A+ or something like that. And the fact is that all rating agen-
cies did not recognize the significant changes in the origination of these mortgages. The fact is it’s all based on sta-
tistical process. But when you have inherent buyers, the fact is that the originators do not have the same alignment
of interest as investors.

For example in many financial institutions, not to name them, you know there’s going to be two credit stan-
dards, two credit teams, one for credit that stays on the balance sheet and one for credit that is sold in securitiza-
tion. And obviously this potentially leads to all sorts of bad behaviour and the kind of session that we have now.
And normally investors and rating agencies and everybody else should have recognized the fact that the origina-
tion, quality origination was changing in a very dramatic way and therefore that you couldn’t go by the same sta-
tistical models where the parameters of these models were not changing, because obviously one of the big aspects
of these models is correlation risk. Well obviously correlation risk becomes huge if you no longer have a credit stan-
dard and these declining standards are reflected in pricing. If you look at the index I was talking about before, the
ABX, the index that’s based on the March 06 issuance (there’s one every six months based on a new pool of as-
sets). If you look at the AAA tranche, ABX AAA, March 06 it was trading recently at 86 cents, September 06 at
71 cents, March 07 at 56 cents and then September was 52 cents. So investors are recognizing now that obviously
there are differences in the quality of origination, that the standards were going down every six months.

We look now at the contagion, because the fact is that the trigger was sub-prime but it touched a lot more
other investments, as is shown, like these 30-100 tranches where you know really the subordination was good and
despite this we ended up with a major crisis. Now if you look at the SIV (Special Investment Vehicle, aka Struc-
tured Investment Vehicle) in the States, about 400 billion dollars of them outstanding, there were no traditional
assets in them. There was about 28% of debt from financial institutions. 48% was RMBS, CMBS (Commercial
Mortgage-Backed Security) and ABS (Asset-Backed Security), and I don’t know if much of the RMBS was sub-
prime, you know some of it might have been prime. 22% were CDOs and CLOs (Collateralized Loan Obliga-
tions) and 2% were other assets.

If you look at the ABCP in Canada actually the quality was significantly higher, the underlying credit qual-
ity. 8.1% was traditional; 76% mostly CDOs, well mostly these were these tranches I was talking about, usually
with very, very good credit. And then 8.2% percent were CMBS, which was okay because it was Canadian CMBS,
but 7% was RMBS and a lot of it was sub-prime and this was the weak point in the structure.

So in the US the SIV were facing significant credit risk; in Canada, some credit risk. But the problem in
Canada was actually once we had a crisis in the sub-prime sector, contagion to the LSS (Leveraged Super-Senior)
or to the tranche sector became extremely significant, and when you have ten units of leverage it can be very sig-
nificant. I can give you an example. Lets’ say that your 30-100 tranche is trading at 5bp and it went up. Let’s not
take the 30-100, instead, the 15-100. It’s trading at 7bp, or 5bp simplified, and it’s going up to 100bp during the
crisis. So that’s 85bp more. And lets say you have ten units of leverage, well that’s 8.5%, and lets say you have seven
years remaining to maturity, a six year duration, you have 50% drop in market value.
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So this is really what happened in Canada where assets with extremely low credit risks had huge mark-to-
market risks. And once these liquidity agreements were not enforced, could not be enforced, the full effect of this
mark-to-market risk came to blow the market.

Now one example is the Skeena Restructuring. Skeena was one of the trusts that was restructured last fall. It
was a two billion dollar trust, and I believe that most of the institutions behind the structure they just wanted to
get rid of the problem. They wanted to solve this problem as quickly as they could because their involvement was
mostly in Skeena and not in any other trust. So it was two billion dollars and the mark-to-market was down 500
million on this trust. So the solution was actually, or not the solution but the restructuring, was that 1.5 billion
about was paid back to investors, which is pretty good. And then you ended up with a note that had a 500 mil-
lion dollar notional value, but a negative market value of 500 million. So, theoretically it was worth zero. But sud-
denly it became valuable. It should be valuable for one reason. There’s no more liquidity call that can be made on
that note. Only credit risk can trigger that note. And since the credit risk is very high quality, funny enough, you
have a 500 million dollar note which theoretically has a zero market value, but where you have an almost 100%
probability of getting the 500 million of maturity and getting all the insurance, the 1.6% coupon above CDOR
(Canadian Deposit Offering Rate), or CDOR is going to be paid. So you have almost 100% certainty of getting
the coupon, getting the principal of maturity, but the underlying value, if you look at the underlying value of the
assets, it’s zero. And, but there is no liquidity called so there’s tremendous value in these liquidity agreements, or
there was assumed to be tremendous value in these liquidity agreements and Skeena is an example of this. Skeena
was rated after it was restructured into something calledWhite Knight. It received an AAA rating even though the
market value of their assets was zero.

Now the problem with securitization is when you’re wrong you’re wrong on a lot of issues. For example in 2007
there were 1,448 downgrade actions by Moody’s in the securitization space, and 92% were in the US. And that
was in total. 2006-2007 securitization, 87% was in the US, and 2007 through February 2008 what we can say is
that 56% of anything that was rated between BBB- and BBB+ was downgraded below CCC+, which means a lot
of them were probably put into default. In 2008, 2,000 tranches were under review and a lot more downgrades
are expected.

And here I’m not talking about sub-prime. The example below is an investment, or the securitization would
be invested, solely in corporate bonds, for example a portfolio of 125 investment-grade corporate bonds. And if
you assume 0% correlation between defaults among the securities, then 8.2% subordination would probably give
you an AAA rating. But if you’re wrong about the correlation, you’re wrong about the subordination. And for ex-
ample if correlation is 25% you actually need 13% subordination, a lot more. And what’s happened in this case
is that you know rating agencies, investors, everybody was really, really wrong about correlations.

So what are our recommendations? You know what can we learn from all of this? Well first I mean we should
review implicit consequences of investment policy. I’ll give you an example. Let’s say you want to be safe in your
investment policy and you say a lot of your securities must be AAA. You know they have to be AAA. And then
you realize that for example in the money market space there’s only three securities that were not a securitization.
There weren’t enough AAAs in the whole country. So as your investment policy you must have a lot of AAA; you
end up with a lot of securitization.

Banking too much is still the biggest source of risk. You know I’ve never liked VaR, Value at Risk, for a good
reason: that Value at Risk is at the lowest when risk is the highest. Risk premiums are low and crisis scenarios are
at the highest expectancy when VaR is at the lowest. And it’s obvious. It’s after a long period of economic stabil-
ity and financial stability that you’ll have the lowest VaR and this is when your risk premiums are going to be low
and this is when the risk of blowing up is the highest. We should be very careful about VaR and actually processes
based on risk premiums on asset classes are much more efficient at controlling global risk. You should not be in-
vesting in equities if earning to price is 3% and interest at 7%. It just doesn’t make any sense.

Identify the main sources of correlation risk. And I have two examples here. In Portfolio One the investor holds
ten AAA CDOs, ten AAA securitizations. They all have an attachment point of 6% so you start losing if there are
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losses above 6%. But the detachment point is 1% above 6%. If you reach 7% losses you’ve lost everything. At 6%
you start losing, at 7% you lose everything. It’s still AAA because rating agencies are rating the probability of de-
fault and sometimes even the expectation of default, but if you have a systematic risk it’s not going to protect you

against all your CDOs blowing at the time same time.
Portfolio Two. For example you have ten AAA CDOs, they all have an attachment point of 6%, the same one,

but the detachment point is 100%. Obviously they’re not going to be receiving the same spread owning these two
securities. But in the first case if you have 7% default you lose everything. In the second case you lose very little.
So you’re going to be very concerned about correlation risk if you have a very low detachment point in your se-
curitization. If it’s 100% detachment, correlation risk is not as important. You know if everything blows at the same
time and you achieve 7-8% losses, it’s above 6% you’re going to lose you know 2% out of 94. But if you own 6%
and 7% attachment to detachment points and you reach 6.5%, you’re going to lose 50%. At 7% , if correlation
risk is high you’re going to lose a lot. At 8-9%, likely you’ve lost everything that all of them have triggered at 7%,
if the market is overall is at 8% or 9%.

So correlation risk is much more important if the detachment point of securitization is low. So you have to
look at all your AAA tranches.

Avoid investments with mismatched maturities. This is what happened in the ABCP where we had three
months paper with ten year assets behind them.This serves only the purpose of the originators because they’re mak-
ing money on the slope of the yield curve, or the slope of the credit curve if you want.

And the other question: is this risk really off your balance sheet? You know you might think that you don’t
have it on your balance sheet. If a significant crisis occurs are you going to have to take it on your balance sheet?
That’s one of the big questions.

And I’ll complete or I’ll finish with the rating agencies. Some people are talking about two rating agencies.
You know some people are saying well in Canada you know I simply refuse to rate. Well in the US, Moody’s has
simply rated everything and without them, if they unrated that paper, we wouldn’t have had that crisis in Canada.

So I find it a bit funny that we’re talking about having two rating agencies where rating agencies have shown
such a poor track record at identifying systemic risk. It’s not only this time. It was also the case where there was
an issue with CDOs, more one-term CDOs in 2001 and 2002. A lot of them got downgraded at the same time.
Rating agencies were looking at their model, they changed the models again, and now they’re changing the mod-
els again. So I’m thinking that the best way to go actually is identify the source of correlation risk of your portfo-
lio. Where is the correlation risk? What are the aspects of risk that would trigger losses across the board? Rating
agencies are looking at one security at a time and you have to be looking at the whole market of related specific
securities at the same time. So you don’t have the same concerns as they do.

And, that’s about it. Thank you very much.

…(applause)…

Speaker Gilles Bernier: Bonjour tout le monde. J'aurais peut-être pu faire la présentation en français mais j'ai
choisi de la faire en anglais. Donc, I will go on in English.

I’m at Laval University in the Faculty of Business Administration. And I am going to focus on the case of Cana-
dian life insurance companies, how they dealt with the liquidity crisis.

At the outset I would like to say that I will rely on some information from the Industrial Alliance Insurance
Company. A few months ago Mr. Jacques Carrière, who is the Vice-President Investor Relations, came to Laval
University and he made a presentation to myMBA students on the particular case of Industrial Alliance, and I asked
Jacques if he would agree to let me rely upon some of his slides with the specific content where it shows how In-
dustrial Alliance positioned itself with respect to the other three big players in the Canadian life insurance indus-
try. And given that it’s based on public information he agreed for me to use it. So I have some of his slides in my
presentation and the rest is my own creation.
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So this is a quote from John Hull’s recent paper in the Rotman Magazine. Rotman is the University of
Toronto’s business school, and I have a feeling that personally at least I think that this quote in my view summa-
rizes very nicely what happened with this sub-prime crisis and liquidity credit crisis. I stress the fact that he talks

about liquidity black holes and that’s what Jacques has been describing.
Asset-backed commercial paper. How can we define those? Because they’re very important in the context of

what happened in this country. An asset-backed commercial paper program, as it says here, is composed of a bank-
ruptcy-remote SPV (special purpose vehicle) that issues commercial paper, and uses a process of such issuance pri-
marily to obtain interest in various types of assets either through asset purchase or secured lending transactions.
For such a program to be orderly and for the well functioning of those programs, liquidity facilities are key. And
Jacques has mentioned that already and we’ll insist on that. So an asset-backed commercial paper program typi-
cally is structured with liquidity facilities to assist in the timely repayment of commercial papers for reasons gen-
erally not associated with the credit risk of the underlying assets, for reasons such as a casual mismatch, timing
mismatching or if the SPV is unable to issue new commercial paper to repay the maturing commercial paper. So
the securitization structure of asset-backed securities is well shown in this very basic illustration. And we’ll see how
it became problematic.

I have to say though that behind this securitization structure in Canada we had two types of issuers: the bank
commercial paper and the non-bank asset-backed commercial paper. The non-bank asset-backed commercial pa-
pers were mostly the cause of most of the problems that occurred here in Canada.

Who buys the asset-backed commercial paper? Well, a wide range of investors, including life and health in-
surers who are attracted by the higher interest rate. And because it was felt to be relatively safe, it’s a product that
has been, as you can see here, growing.We show the growth in Canada of the asset-backed commercial paper mar-
ket. It represented one third of the entire money market in Canada at the end of June of last year. And as you can
see it has really grown exponentially over time. So it was a pretty important market overall.

What happened on August 13th, 2007? People became very suspicious of the fact that behind those asset-
backed commercial papers, particularly the non-bank-issued asset-backed commercial paper, there were things
such as sub-prime and CDOs. And Jacques has already mentioned how important they were and everything that
happened in the United States, so we sort of became very suspicious of the fact that there were indeed sub-prime
assets and CDOs in or backing the non-bank asset-backed commercial paper in Canada. Therefore a lot of con-
fidence melted away and there was a major flight to quality. I did mention the importance of those liquidity mech-
anisms. Well, banks here refused, the banks behind those liquidity agreements refused to insure liquidity of the
non-bank asset-backed commercial papers because of the fact that there was no so-called general market disrup-
tion. It’s the way the clause here was written compared to the international clause and that was a major aspect of
the problem, the refusal by banks to back the issuers. Therefore in what we have seen, Jacques has mentioned a
widening of the risk premium. So risk premiums are now higher. And of course borrowing costs are increasing as
we can see here with the curves of the credit spreads by rating class.

I will now as I said emphasize what happened to the Canadian life insurance industry, and again I rely on some
of the information I obtained from Jacques Carrière, and I’m very grateful to him for giving me the chance to use
it; otherwise I would not have probably accepted to come to the presentation.

Well the most important impact of course has to do with the ultimate risk for a life insurance company or
for any financial institution – reputation. This is indeed the ultimate risk. So in order to protect its reputation, a
financial institution, whether it’s Industrial Alliance or any other financial institution, may have to consider doing
things like repurchasing some of the paper, and that’s what for example Industrial Alliance did. It repurchased
76.8 million dollars in non-bank asset-backed commercial paper held by clients in money market funds. Accord-
ing to the annual report of the Industrial Alliance group, this was not really very material in terms of the impact
it has on its liquidity because the liquidity ratio of the entire group was just about 2% lower than it would have
been otherwise.
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Sudden market reaction. If you look at the way the stock market reacted, here we compared the four major
life, publicly listed life insurance companies in this country to the S&P/TSX. As you can see from August 13,
2007 and on until the end of the year 2007, there is quite a bit of variation, quite a bit of volatility. And in the

particular case of Industrial Alliance we can see the dark blue curve. Around the end of the third quarter they an-
nounced a write-off of 15% of their non-bank asset-backed commercial paper. From what we can see here it has
been well received by the market, the reason being probably that 15% at the time was quite audacious because most
of the financial groups or even commercial firms didn’t go for such a high percentage. We saw 7%, 8% and then
suddenly IAG went for 15%. So it was probably perceived as a signal that the firm was in control to some extent
and that it was willing to take this write-off. Of course in dollars it was not so significant even though you never
like to do that, but 15% was at the time felt, and the market reaction seems to confirm, that it was something in-
dicating that we meant to do something about it.

Here I have also the behaviour of the life insurance industry stocks following or after the end of the year since
early 2008 until April of 2008, and as you can see the life insurance sector got a tough ride. We see the down side,
the diminution or the reduction in terms of market value for the four stocks compared to the stock index. What
this indicates is that when you are, like Jacques Carrière for example, if he were here he would surely agree with
me because we did discuss that a few times together, if you are involved with stock market analysts who are fol-
lowing your company and your stock, you have to answer to their concerns. And some of the main concerns that
stock analysts nowadays have, have to do with the exposure of a company to the entire universe of asset-backed
securities’ overall quality of investments in case of a slowdown of the economy, and whether your firm is quite sen-
sitive or not, or the extent to which it’s sensitive, to a drop in equity markets.

So those are the concerns and those are the features that you need to feed analysts with information about,
in order to show through your disclosure that the firm is in control.

That slide gives an indication of the extent to which the four publicly listed life insurance companies were ex-
posed to the so-called structured credit at the end of 2007 as a percentage of their adjusted common equity, on
average 53%.

This is the kind of disclosure that a firm like Industrial Alliance had to do to the stock analyst and to the in-
vestment community in order to provide a full disclosure of its entire exposure to the asset-backed market. And
as you can see on top there is non-bank asset-backed commercial paper, the one that hit the most and for which
they took this 15% write-down at the end of the third quarter in 2007. The amount is provided. The exposure to
the US market is given for the different categories.

The second category is bank asset-backed commercial paper. You have the mortgage-backed securities, the
commercial mortgage-backed and all other ABSs, which are mostly credit cards with their credit quality and so on.
So this is the type of information that you need to provide in a market where analysts and investors are question-
ing what the hell is going on.

You also have to show how you position yourself with respect to the overall quality of your investment port-
folio, and in the particular case of Industrial Alliance it’s pretty much within the industry norm or standard. At
the end of 2007 they had .08% for their net impaired investments as a percentage of their total investments, com-
pared to the big three which had .09%. So that’s about within the norm, but they also like to emphasize the fact
that their investments are not so much exposed to the US sub-prime mortgage market.

Sensitivity to equity markets is also a topic of interest for a stock market analyst, so that’s also taken out of
the annual report. For example every company will disclose under the assumption of a 10% drop in equity mar-
ket how would net income drop, all things considered, and in the particular case of the Industrial Alliance group,
it’s 18.6 million dollars of drop in net income assuming 10% drop in equity markets. It’s within 7% of the ana-
lyst consensus or what analysts predict in terms of net income. So it’s quite within the range for other life insur-
ance companies, the range being between 5% and 8%.

So, based on this characterization and based also upon some of my own discussions with some of the managers,
in this particular case Industrial Alliance (because of the fact that I hold the insurance shares of value which are
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sponsored by the Industrial Alliance group, I had a chance to speak about these prices and the implications with
them), but also based upon my own understanding of the situation and my own readings. They are the key risk man-
agement lessons for life insurance companies particularly. But I think that they’re generally bright enough that they

could also be relevant for other financial institutions. And it’s related to what Jacques has already mentioned. Know
the risk of financial instruments you invest in. I think that he made a pretty clear case about the fact that correla-
tion risk is also very important. In this particular case if we go back to the asset-backed commercial paper, buyers
of non-bank asset-backed commercial papers should have conducted due diligence that went beyond a simple rate
check. And in this particular case here in Canada, Dominion Bond Rating Service (DBRS) was mostly looking at
the credit risk of the underlying assets behind the non-bank ABCPs. It was mostly looking at the credit risk but not
so much at the liquidity risk involved and the nature of the liquidity agreements with the banks.

Complexity in itself is a big risk. Indeed complexity is in itself a big risk in the sense that sometimes what
is complicated tends to be underappreciated. We tend to not spend too much time or it blows away our capac-
ity in terms of analysing the situation. So the problem is that when it’s complicated it’s likely to be more perhaps
correlated and more systematic in nature. It’s important to request more transparency from issuers. Risk is diffi-
cult to understand if instrument are designed to be opaque. And that was the case with those asset-backed com-
mercial papers.

Securitization. I think that Jacques has made the case. It weakens the screening incentives of loan-granting in-
stitutions. So there is some moral hazard in this whole process and one has to be aware of that.

Pay attention to market signals. Jacques has also raised the issue but I just want to reemphasize the fact that
there was a signal in 2002 by Standard and Poor’s which had raised the red flag because Standard and Poor’s was
not too keen on the way our Canadian liquidity clause was written. And they said something like investing in Cana-
dian non-bank asset-backed commercial paper does represent an act of faith. Not too many institutional investors
paid attention to that signal.

Assessing credit qualities is an imprecise process. Many life insurance companies, and I know it’s the case with
Industrial Alliance, have decided to do their own internal credit risk assessment even for short term investments.
So they have now set up a new team of three or four people who are litigated to the credit risk assessment of their
investments. I think we can fairly say that it’s never a good idea to rely only on the one rating agency happening
and that was pretty much the case here in Canada with the asset-backed commercial papers.

Do not underestimate agency risk when assets are valued by a third party. And again I think that Jacques did
illustrate that very nicely.

So what we have learned is that credit risk may trigger liquidity problems due to mismatching. And that po-
tentially can have an impact on the life insurer’s reputation and its franchise value to some extent.

Learn from past cases of derivative mishaps. This is a nice one; this is also taken from the paper by John Hull
of the University of Toronto, who reminds us of what happened in past cases of derivative mishaps. And I will
mostly emphasize this last one where it says “when everyone is following the same trading strategy beware”. And
he gives the case of British insurance companies. In the late 1990s they were all hedging their exposure to a fall in
long term interest rates at about the same time. And what happened, what was the result? A fall in interest rates.

I think that there is a nice analogy that can be made with the asset-backed commercial paper, particularly the
non-bank asset-backed commercial paper here in Canada to the extent that a lot of investors, institutional in-
vestors, were pretty much following the same strategy. They were all in it because of the fact that the others were,
and when it’s important to show a pretty nice ranking in terms of your money market fund performance, if you
don’t do it then you take a strike to some extent compared to others.

So in terms of risk management lesson number six, keep questioning the cohesiveness of the current risk man-
agement framework. Canadian life insurance companies are I would say advanced practitioners of enterprise risk
management (ERM). We have evidence to this effect. But that’s not to say that all things are perfect. There is still
room for improvement. The evidence we have to the effect that they are advanced practitioners is that among the
large life insurance companies, particularly the publicly listed, they treat ERM as being more than just audit and
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regulatory compliance. They quantify many risks and link them to capital allocation, they often rely on a cross-
functional risk management committee and they report to the Board on risk at least once a year.

Indeed there is a lot of pressure for life insurance firms to adopt more effective risk management policies, and

that pressure comes from many stakeholders, particularly regulatory bodies, rating agencies, market analysts and
investors. We’ll hear more from the regulatory point of view in a minute.

ERM as a process is a form of general management aiming at insuring an organization’s continuous improve-
ment. However, I would like to emphasize the fact that ERM is not a panacea in itself. Especially if what it is is just
a new label put on an old-fashioned approach to risk management. I think that this whole story that we’re describ-
ing here today illustrates the importance of the fact that there are very often information silos inside companies, and
the information silos are the root cause of what happened. Many financial institutions including life and health in-
surers in this country and abroad now realize just that. Too often identical investment products processed by dif-
ferent areas within the same firm are evaluated inconsistently. And that needs to be improved upon.

Conclusions. Well it’s been said that the only two certainties in life are death and taxes. The only certainty in
modern business including the life insurance sector is that there is no escape from risk.

Risk management processes in life insurance companies must evolve; they must continue to evolve through
the development of technical tools. And you have been discussing some of those tools in the context of this con-
ference this week with respect to investment risk and with respect to insurance risk.

And I guess that as a way of concluding and linking what I have said with our previous presentation from
Jacques Lussier: as a pillar of Canada’s financial system, life insurance companies must be concerned by the pro-
cyclical nature of modern financial markets and I invite you to read the paper or the speech by Mr. White. He is
from the Bank of International Settlements. If you just go on Google and type his name you will be the first one
to show on Google and it’s a very nice little analysis of the turmoil around the world with this whole crisis. And
as a macroeconomist he talks about a new framework for macro-stability around the world in terms of trying to
do something about the fact that the financial markets are driving a lot of what’s happening in terms of the inter-
action between the real economy and the financial economy.

So anyway, that was about what I had to say. And I wish you a nice stay here in Quebec City for those of you
who are from out of town. Thank you.

…(applause)…

Speaker Stuart F. Wason:Hi. Good afternoon. My name is StuartWason. And with the time remaining I’m prob-
ably just going to choose a couple of slides from my presentation just so we do have time for questions.

What I found interesting is, as we went through the two previous presenters, in my mind I was travelling back
to when I was doing MBA studies and I was thinking, wow I can’t think of a much better case study than this one.
I mean you can write it out in a few pages and you can get the class to begin thinking about all the things that
went wrong in risk management. And I mean a number have been mentioned by the two previous presenters, but
there’s still a whole bunch more, actually, lessons from risk management that we didn’t quite get to, nor will we
get to them all even in my remarks or questions afterwards. So it’s indeed a rich field of information. And it’s quite
interesting because in some respects you might say this is something fairly simple that got ugly in a big hurry, and
it was quite unanticipated and unplanned for by many of these market participants.

This particular event has of course achieved some global recognition, a very significant Canadian problem. It
certainly has reached the attention of the G8 countries and their finance ministers. They produced a report from
the Financial Stability Forum and it was released in April, on the sources, the causes of the financial crisis that this
is part of from last year. And I’d commend that report to you as a regulator. Indeed all regulators of those G8
countries are now bound to try and introduce appropriate solutions, recommendations that emanated from that
Financial Stability Forum report, so OSFI is just one of those regulators that has embarked on that process trying
to learn the lessons and think of how we can go forward.

12 GESTION DES LIQUIDITÉS–LEÇONS TIRÉES DE LA CRISE DES PRÊTS IMMOBILIERS À RISQUE (TR-16)

Vol. XXXIX, Nº.2, juin 2008 DÉLIBÉRATIONS DE L’INSTITUT CANADIEN DES ACTUAIRES



Just, as I think about some of the risk management lessons, I said I was just going to pick a couple of slides
from my package just in case you’re worried, and I will get a couple of those in a minute, but I thought I would
get some of my big thoughts out of the way first because we’ve got a very rich description already of what hap-

pened here from the previous presenters. But a number of problems in risk management and one of them is the
investors thought they were buying commercial paper, high grade commercial paper. Oops. They didn’t look to
the underlying security and underlying cash flows. I guess they should have.

Rating agencies had a very powerful role. Should we expect more from rating agencies or should we expect
more from investor due diligence as a result of that?

There were legalities in the clauses. It involved the market disruption clauses, the global versus the Canadian
version. And that was a problem as well.

For regulators there’s also a concern in here of who was affected. It was actually interestingly difficult to find
out who was affected and by how much until the financial results hit the press, which is a bit of a challenge for us.

But also creeping in are these securitizations and actually there’s a request that in my presentation that I talk
about insurance securitizations. They’re progressing further in the US then they are in Canada. But there’s a role
for a liquidity provider in each of these. The asset-backed commercial paper with the SPVs (Special Purpose Ve-
hicle), has to be supported by a liquidity provider. In the insurance securitizations model, likewise there must be
a liquidity provider. And when you’re thinking about transferring insurance risk from an insurer into an SPV and
then onto investors, the liquidity provider that’s providing the support begins to take on a little bit of the flavour
of a reinsurer. And are they licensed? And so there’s a question from the regulatory perspective of have we got, are
they relevant entities actually being supervised and regulated or are they beyond regulation that you would think
would normally protect investors and policyholders?

So those are, that’s actually my quick and dirty. You can almost stop there in some respects. But just let me,
I’m just going to flip through the slides and try and hit risk management issues, just do a double check that we’ve
covered them.

This slide, we just had a quick description, a visual if you like, of the transfer of cash flows from the seller, the
originator of those assets to the conduit, and then the investors taking on the risk by receiving securities in exchange
for cash. I guess a fundamental mismatch occurs as those investors are perhaps provided with what they think is
high grade short term paper but really the underlying assets are a variety of things of different shapes and colours
and tranches, etc. And so we talked about that. So there’s an inherent mismatch that’s creeping into the cash flows
between what the investors thought they’re buying and what the underlying cash flows are. So the first point I men-
tioned is really a lack of transparency of information through to the investors about what they thought they were
buying and really what the underlying security is.

We talked about asset liability mismatch between their expectations.
The liquidity facilities were really a key feature of what happened in Canada. The difference in the liquidity

clauses, the global style liquidity clause used really by the banks as they generated asset-backed commercial paper
of their own. But the non-bank conduits in Canada, issued in Canada, were often backstopped by international
banks with the Canadian style clause which was a narrower description of a market disruption.

I guess this was mentioned earlier. Moody’s and S&P refused to rate the Canadian non-bank sponsored ABCP
because they carried those Canadian-style and not global-style liquidity guarantees. DBRS did rate these securi-
ties and was really the public source for information about them. I guess in hindsight it appears Moody’s and S&P
made the right decision in staying out of that particular market.

Influencing, as we heard from our first presenter, this whole market place was what happened in the US mort-
gage market itself. A long period of time with buoyant real estate markets, low interest rates, healthy economy, and
underwriting standards for new mortgages weakened over time with mortgages being issued for 100%, or perhaps
even more in some cases, of the property’s value. A number of issuers of those mortgages were heavily involved
where they had no desire actually to hold the mortgages themselves. Their entire goal was to receive a fee and to
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securitize those mortgages onto others. I guess in the end that really led to the issuers having little or no incentive
to require borrowers to have a good credit record and that escalated the default crisis.

We talked as well about the mortgage rates themselves being set up with higher renewal rates and that forced

many borrowers with low levels of equity in their homes to file for bankruptcy.
So just reminding ourselves about some of the problems then for investors. For many investors ABCP was pur-

chased really based on ratings alone. More due diligence should have been done about the underlying assets. And
just in case, this is the risk manager in me, whenever you see a complex product, one that you don’t understand,
one where you can’t understand how the cash flows work, just beware, beware. You may have good reason to think
about it. So just use this as an example for the future for other classes as well. Do your due diligence.

We found it difficult within OSFI to determine actually who ended up holding these assets. That was a bit
of a lesson to be learned for us. And it turns out that certainly the middle men in this whole process could well be
tainted quite easily through reputation risk from being associated with something that didn’t work out.

Maybe we didn’t talk too much about accounting. I’m quite interested in this topic myself even though I’m
an actuary. I sit on an International Association of Insurance Supervisors Committee which is looking at the val-
uation of assets and liabilities for solvency purposes, and this particular crisis has been very interesting because fair
value accounting works very well when you’ve got liquid markets but what happens when you have a disruption
like this? Where do the values go? What do you do in the financial statements? What’s the right thing to do for
ongoing financial reporting?What’s the right thing to do for capital requirements or solvency assessment by a reg-
ulator? So we need some more thoughts and research on that topic.

Some other implications perhaps for risk management. There really need to be good limits on asset classes and
exposures. That’s true today in many cases but perhaps this particular example will force us just to look a little closer
at some of those limits and the way they apply.

And the last point on here. I think we really need to consider on a more direct and ongoing basis the security
of all our counterparties that we have. Sometimes it’s easy just to say oh, it’s backed by so-and-so and they’re fine.
I don’t think with this crisis as an example we can ever take that statement for granted again.

I wanted to talk about securitization of insurance risk but I really just wanted to show this diagram again
which, if you remember the first diagram I had up there okay, securitization of insurance. My goodness the struc-
ture looks almost the same as the ABCP, so there are a lot of similarities so hence my comment I said at the be-
ginning: that credit provider, whoever they may be in this particular transaction, are they a regulated entity?
Because they’re almost acting like a reinsurer in some respects.

So Mr. Chair, that concludes my remarks. I hope that was short and to the point and time for questions.

…(applause)…

Moderator Russell:We have a few minutes for questions if anyone has some.

Speaker André Choquet: My name is André Choquet. You’ve talked about how one of the trigger points was
when the banks refused to I guess agree on the liquidity agreements they had with some of those conduits because
there was no general market disruption because their own commercial papers were still being sold on the market,
if I understand correctly. But their decision in a way created general market disruption. I’m just wondering if in
retrospect they should have basically honoured those agreements, or could they have done that? And, maybe what
are your thoughts on this?

Speaker Lussier:Well, two things. First, one should not assume necessarily that some of these agreements were
not global-style. The other point is I think these liquidity agreements are kind of an insurance contract in a sense,
insuring against something. And put yourself in the shoes of an insurer. When there’s a very, very big claim that
comes, what do you do? You go back to that contract and you read that contract and every detail of that contract.

14 GESTION DES LIQUIDITÉS–LEÇONS TIRÉES DE LA CRISE DES PRÊTS IMMOBILIERS À RISQUE (TR-16)

Vol. XXXIX, Nº.2, juin 2008 DÉLIBÉRATIONS DE L’INSTITUT CANADIEN DES ACTUAIRES



So with a lot of these insurance contracts, it’s really required to sue first and if you don’t have the willingness to
sue you have to question how worthwhile they are.

Now should they have acted and protected the market? I mean put yourself in their shoes. I mean we’re

talking about a very, very significant amount of money, the kind of money that can put quite a dent in some fi-
nancial institutions. So I’m sure that the discussions on this topic at the Boards of different companies were very,
very short.

And there are so many other things that could be discussed about this but probably cannot be disclosed. But
this was an extremely murky situation and some aspects of it were you know unethical and some aspects of it were
understandable. And, you know, let’s call it what it is: when the crisis is extremely significant the way out is a lot
easier than when it’s a smaller crisis.

Speaker Wason: I’m not answering your question, but just another point about risk management that we maybe
didn’t talk about is sometimes the difficulty of going beyond analytics and proven systems that you have in your
companies to manage and assess risk, well-defined processes for assessing risk, sometimes is difficult to try and think
of situations outside the norm that could happen and create systemic risk across the system. And that’s always a
challenge in risk management but this one is perhaps a good example. Bad things can happen and for surprising
reasons sometimes.

Moderator Russell: If there are no further questions I would like to thank our three speakers.

…(applause)…
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