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Moderator Dale Matthews: Welcome to Session 31, which is the CLIFR update. I’m Dale Mathews and I’m the 
current Chair of CLIFR. I’m going to start by giving you an outline of what we plan to cover this morning and who’s 
going to do it. I’m going to start first on an update on our educational note on taxes and also something that’s in the 
works on gross liabilities under IFRS 1. Then I’m going to turn you over to Edward Gibson. Edward is the current Vice-
chair of CLIFR. He’s going to talk a little bit about the educational note on group insurance and then spend, I think, 
more of his time on mortality improvement, which is probably the more controversial issue. Edward has been working 
on this for a while. He also chaired the sub-committee developing the recommendation for mortality improvement and 
it might have affected his own life expectancy, so that may throw our numbers off. Our next panellist is Christian-Marc 
Panneton. He is joining us because he’s been a member of both the segregated task force under Alexis Gerbeau and also 
been working with Wally on interest rate calibration. I think more of the emphasis will be on interest rate calibration 
today because Christian-Marc did a presentation on the seg fund task force yesterday with a little more detail. And finally 
we’ll have Steve Sullivan, who is a new member of CLIFR this year. He’s going to talk about an educational note we 
have in the works on non-fixed income returns, and then we’ll finish it up with a preview of what we expect to put into 
this year’s Fall Letter. We’re going to cover that last because it’s easier to understand what we’re thinking of putting in 
the Fall Letter given the updates on everything else.  

OK, so on to taxes. Most of you are probably familiar with an educational note from 2002 on future income and 
alternative taxes. We’re going to update this note for a couple of reasons. First of all, to be more consistent with the 
federal Canadian tax changes that were implemented in 2009. We did review the note to see if it was actually wrong 
currently and misleading, and we don’t believe it is. But it certainly needs to be updated to be more consistent and more 
up to date. And the second thing we’re going to do is to try to put some examples in this tax note to reflect CALM. This 
tax note, I think, was produced before the days of CALM and if any of you have tried to project future tax assets and 
future tax reserves in a CALM environment, it’s not an easy thing to do, and we’re going to try to produce some 
guidance along those lines. 
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We’re still hoping to get that out this year. It’s been pushed to the back burner a little bit because of other things like 
mortality improvement; but it’s back on the front burner so we’re still hopeful it’ll get out this year. The next item: I 
think Simon in our session on IFRS yesterday talked about an expectation of this note. This is on the presentation of 
gross liabilities and reinsurance recoverables or reinsurance asset, depending on your terminology under IFRS Phase 1. 
First of all, why do we need to produce guidance? IFRS 4 allows continuation of the current accounting policy for 
measurement of insurance contract liabilities provided—this is in Phase 1—certain criteria are met and one of these is 
that we don’t net the reinsurance recoverable against the gross liabilities in our presentations. So we’re going to produce 
an educational note. I think it will come out shortly. We’re almost finished developing it to give some guidance on the 
calculation of the gross liability and the corresponding reinsurance recoverable.  

First of all, the Standards of Practice themselves have been changed to put more onus on the actuary with regard to the 
reinsurance asset or the reinsurance recoverable, and these are the two sections, the key sections of the Standards that 
have been changed in this regard. So in particular with regard to the second one, 2140.16 specifies that the Appointed 
Actuary is responsible for ensuring that the assumptions and methods for the valuation of policy liabilities and 
reinsurance recoverables are in accordance with accepted actuarial practice in Canada.  

So the problem is the Standards of Practice currently don’t provide any specific guidance on the calculation method or 
assumptions for the gross liability or the reinsurance recoverable. The net liability is still to be calculated using CALM, 
and I’ve referenced the section there. The key point is that these amounts are not expected to change under IFRS Phase 
1. So this is really a presentation issue that we’re talking about. 

Some preliminary guidance has already been published and I’m going to reference that. First one is this document 
Canadian Methods for the Valuation of Insurance Contracts, of January of this year, which talks about the allocation of 
the net liability valued under CALM into a direct liability and a reinsurance asset. There are different terminologies in 
use. Reinsurance asset and reinsurance recoverable tend to be used interchangeably and this allocation would be based on 
the underlying cash flows together with a reasonable assumption about the nature of the related assets. 

Another document—Accounting for Reinsurance Contracts Under IFRS of December 2009, so fairly recent—suggests 
that using margins in the net liability only and not in the reinsurance recoverable may be inconsistent with IFRS 4. 
Another interesting point, that the amount or the recognition of the reinsurance recoverable may actually be greater than 
the expected value of future cash flows from the reinsurance contract due to the addition of margins, so this is actually an 
asset, and somewhat unexpectedly if you reflect margins in the assumptions, the asset increases. 

So what is our note going to talk about? It’s going to present a method we would consider acceptable—but not the only 
method. This is my third point here. An approximation to CALM is really what would be required here because, on the 
assumption that the gross liability is generally going to be higher than the net liability, you would not have assets in place 
to support that gross liability and so a real CALM valuation wouldn’t be possible. By definition, we’re talking about an 
approximation to CALM to value the gross liability. We believe that the preliminary guidance which I’ve already talked 
about would be consistent with the generally accepted approximation to CALM. As I said we’re going to describe one 
acceptable method, but not the only one, and the reason we’re not being too prescriptive in this note is that this is really 
a presentation issue. The net liabilities are not expected to change. So there’s not a lot of enthusiasm around for 
companies to invest a lot of extra resources and effort into developing new tools for gross liability calculation.  

The one acceptable approach that we’re going to talk about in the note is sort of equivalent to assuming that the asset 
mix and the yields of the gross liability would be the same as the net and that you would have invested the assets in the 
same way and come up with a similar yield. The method would be to calculate the gross liability based on gross cash 
flows as opposed to net, add margins to those cash flows consistent with those on the net liability and discount the result 
in cash flows using an interest rate vector that reproduces the net liability when applied to the net cash flows. Our 
expectation is companies would generally have such a vector around to use in a CALM role for this type of methodology. 
Then from that, you deduct the net liability already calculated under CALM to produce the reinsurance recoverable.  

Now clearly there will be situations when this CALM discount vector may not be available or may not be appropriate. 
One of them would be when you’re starting with negative net liabilities, so some judgment would be required.  
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There are few complicating factors. There are specific elements in the net liability where you’d have to give some 
thoughts to how to treat them in the gross liability. We suggest that you think about these on an issue-by-issue or case-
by-case basis and that reasonability and materiality would be key factors in the decision. Simply grossing up the net 
amount to the gross amount may work in some situations one of which is IBNRs. There’s a typo here, but as our 
keynote speaker said yesterday this may look the same to you. So for IBNRs fair value adjustments in a CALM roll-
forward and some manual or bulk liabilities, depending on what they represent, may be candidates for simply grossing 
up to include in the gross liability.  

One issue that we’re still certainly grappling with is tax timing differences and how you would reflect those in a gross 
liability, because they certainly may not be pro rata expressions of the net liability. Sorry, I’m a slide or two behind here.  

OK, and the last issue is to talk about impairment of the reinsurance recoverable. Under IFRS 4, an insurer needs to 
consider whether its reinsurance assets are impaired. There is reference in the Standards of Practice that the recovery on 
account of reinsurance would take into account the financial condition of the reinsurer. So there’s consistency there and 
the way we see it working is that if you have these concerns they would be taken into account by increasing the net 
liability with a provision relating to recoverability, that such a provision wouldn’t be included in the gross liability 
because in the gross liability there is no reinsurance to worry about, and so the difference between the two, which is the 
reinsurance recoverable, would therefore be reduced.  

That’s all I have to say on that topic and so now I’m going to attempt to turn this over to Edward. 

Edward Gibson: Thanks Dale. I’m going to quickly cover group life and health, the new educational note that was just 
released, and then I’m going to spend a little more time on mortality improvement and what we’re proposing and when 
we’re proposing it for. 

I’ll start with the group life and health educational note, Valuation of Policy Liabilities. It’s a revision of the May 2000 
research paper and there’s nothing dramatic in there, as you’ll see a little bit on the next slide. It’s published on June 7, 
2010, and basically what we did is—and I’ll quote this from the covering memo—“CLIFR has obtained extensive input 
from experts practicing in the group life and health area,” and we would like to acknowledge those experts. They did a 
great job in starting with the research paper that’s 10 years old and updating it to reflect all the changes that have 
happened in the Standards since then and group practices as well. This is a safe harbour. If you remember the 
educational notes are a safe harbour for how an actuary can practice in Canadian GAAP, and so we really would like to 
thank—I’ll just list the working group—Gary Walters, Jeff Neufeld, Tony Iglesias, Claude Normand, Donal 
Boissonneault, David Neaven, Whitman Wu, and I think Les Rehbeli was our rep for a little while there as well, if I 
remember correctly. What they’ve done is they’ve updated it. At the time they were working through it 3855 was a big 
issue so there’s some additional guidance related to that and, finally, probably the greatest expansion is in the experienced 
rated refunds section. They did some significant expansion on that section relative to the original research paper. If you 
are interested I would encourage you to review that publication in detail, and I will now move on to the second topic, 
which is mortality improvement. 

We’ve really been working our way through three different documents for a while. When CLIFR and the subcommittee 
first started, our goal was to find the crystal ball, find the exact answer for the next 25 to 75 years for mortality 
improvement. As you might guess that’s been a little bit challenging, and there’s a lot of information out there. The 
information has been added to yesterday. There were actually two very good sessions yesterday and if you’re interested in 
this topic you probably either already attended them or, if not, you can review the materials. I unfortunately missed the 
first one; my son graduated the night before in Kingston so my wife suggested for the . . . what is it . . . improvement of 
our marriage that I should attend my son’s graduation . . .  

(Laughter)  

. . . rather than attending that very interesting session. So I look forward to reading the transcripts from that—but I have 
reviewed the presentations. And actually there was also one on the pension side of the business which, if you’re a life 
practitioner, in theory might not necessarily be relevant but from the Actuarial Standards Board’s perspective is a very 
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important issue: consistency of standards among different actuaries. Anyway, that was also a very interesting session that 
they presented yesterday afternoon. I managed to catch that one. 

So we started trying to find the answer. At some point along the line the working group and CLIFR compromised to 
what I would call an equilibrium of discontent. If everyone’s mildly annoyed with us, then maybe we have at least a 
reasonable answer, and the reality is we will never have the right answer but we hope that we have a reasonable answer. 
We put together these packages; they’re sort of in the final stages of translation and review and so on and so forth. But I 
believe that we have agreement in principle from the Actuarial Standards Board with respect to the changes to the 
Standards themselves, which is the first piece, and that will be an exposure draft coming out a little bit later this year. 
Secondly, a promulgation document, which again is actually promulgated by the Actuarial Standards Board, which will 
come out at the same time. That took us a little bit longer to come to a consensus on, and I’ll touch base on that, and 
finally a research paper which is under the auspices of the Practice Council. So all of these documents inter-relate and 
they represent, let’s say, a change in approach with respect to the valuation of mortality improvement. Some of the slides 
that I will come up to hopefully will demonstrate that. 

Start with the changes to the Standards of Practice. Basically we’ve been presenting this at several actuarial meetings and 
I would say, generally speaking, this is not changed from previous presentations. The two key principles here that have 
not unanimous but significant consensus are first of all that there should be some provision, or at least the allowance of 
some provision, of mortality improvement in the valuation of regular life insurance business. So that’s sort of the first 
principle, which again doesn’t have unanimous but certainly has significant consensus supporting it. The second 
principle is that the changes to the Standards of Practice will focus on a minimum valuation basis and there was some 
discussion about saying, “Here’s a prescribed basis for the future.” There is no necessarily right answer but you could 
establish a prescribed valuation basis with, let’s say, what you felt was sufficient conservatism. But the approach and the 
principle that we stuck with was that there would be a minimum valuation basis and if the actuary feels that there are 
circumstances in the block that they’re looking at that would lead them to develop a higher liability, then we would leave 
that with the actuary’s discretion. Again, that did not have unanimous consensus, but there was pretty much a general 
consensus on that one.  

The other thing that we did is we maintained the low and high margins on the life insurance mortality of 3.75 in 15 over 
ex. We felt that they continued to be appropriate with this update. On the annuity side, we did do a bit of a change here 
where again we stuck with the principle of a minimum valuation basis. But we’ve now established an explicit—well, 
what we believe is an explicit—margin within the improvement assumption itself and therefore we felt that it would be 
appropriate to reduce the base margin on the annuity mortality assumption. The current range is 5 percent to 15 
percent, which includes misestimations and deterioration of mean, and the view of the working group as well as CLIFR 
is that with the strengthening that we’ve done on the mortality improvement assumption itself we would also be in a 
position to reduce the base margin. And the level that we established of 2 percent to 8 percent is what we believe for 
most annuity locks in Canada is actually comparable numerically to the k/ex approach that’s used on life insurance 
business. The principle there is as much as we could we would say we’ve got a whole lot of different businesses that are 
under consideration, we have regular life insurance business, we have death-supported life insurance business and we 
have annuity business. And what we’ve tried to do, as best we can, is to have a general principle applying to all of those 
businesses. Now as you can see, we did make a bit of a compromise in that we maintained the percentage approach on 
annuities as opposed to the k/ex approach on life insurance business, and if nothing else, that just shows we’re a little bit 
pragmatic when we feel it’s appropriate. 

For the next couple of slides, I’m going to talk about the proposed base rates that we’ve established and in fact in some 
ways this was somewhat contentious, and could continue to be contentious with the additional information that was 
provided yesterday. But generally speaking the working group went through a lot of different material, a lot of different 
research and there are a lot of answers and they conflict. So we went with the general principle of consistency as much as 
possible and looked to long-term history to establish our base rates. That’s the principle that we followed and 
established—I’m going to call them, our committee didn’t call them this, but I’m going to call them “dead zones”—
where the actuary cannot use that assumption.  
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You basically have to establish some conservatism in your assumption and I’ll come back to that point of dead zone. If 
improvement decreases liabilities, which would be the regular life business, for example, what we’ve said is the maximum 
improvement rate that you can have is 50 percent of these base rates, and the base rates were determined from 
population study from Mary Hardy’s report. So the most you can do is 50 percent. Conversely if improvement increases 
liabilities the least you can do is 150 percent for 25 years. So the first dead zone that we’ve identified is we’ve said no 
matter what block of business you have, you cannot use between 50 percent and 150 percent of these base rates for the 
first 25 years. You’ve got to be either lower if it’s appropriately conservative, or you’ve got to be higher over here if it’s 
appropriately conservative. So that’s the first . . . Because one of the key things is we want to be prudent with respect to 
how we’re valuing mortality improvement.  

The second dead zone that’s been created has to do with what happens beyond 25 years—25 years or more from the 
valuation date. What we’ve basically said is if you have regular life insurance business you cannot value any level of 
mortality improvement beyond 25 years. So you can’t say, “I’m going to run it out to 30 years because I think that’s an 
appropriate valuation assumption.” You can do 20 if you want, you can do 15 if you want and you can do up to 25, but 
that’s your limit. So the dead zone is between 25 and 110 and the reason I say that is because if you have annuity 
business, or if you have death-supported life business, you can’t use 30, you can’t use 40, you have to do it forever. You 
have to use at least 100 percent of the base rates that we’ve got up here forever. Essentially what we now have is we have 
two cushions between if you have regular life insurance business and you have annuity business. And unfortunately none 
of us knows—well maybe fortunately—none of us knows what mortality improvement will be in the future. But we’re 
basically saying you’ve got to look at your books of business, whether it’s annuity business, whether it’s life insurance, 
whether it’s death-supported life business, and you’ve got to test it and you’ve got to figure out: am I going to be over 
here, am I going to be using 150 percent or more for the first 25 years? And 100 percent thereafter. Or am I going to be 
over here and the most I can use is 50 percent, and only for 25 years or up to 25 years? 

This next slide just shows a quick comparison of the proposed annuity valuation minimum valuation basis rates. These 
include the margin for the first 25 years, and so there will be a strengthening if you are currently using the modified AA 
scale. This is the modified AA scale from last year’s and this year’s CLIFR letter, so there will be a strengthening with 
respect to mortality improvement. Depending on where you go with your base margin on annuities, that will offset some 
of the strengthening. But when we did some testing there is some strengthening even with the combination of the two 
margin changes. So that’s what’s happening on the annuity side. 

The next few slides will just show graphically where we developed these base rates, the ones that were either 50 percent of 
or 150 percent of, and this is the population study using all of the data in Hardy study. I believe it was in excess of 70 
years of data, and this shows the mortality improvement rates for males and for females for ages 0 to 90. That’s what was 
observed, and what we essentially did is to take a line down the middle because if you’ve reviewed any mortality 
improvement material, if you look at shorter periods of time you’ve got all sorts of crossover. Sometimes males are higher 
than females, sometimes females are higher than males. There are some issues around what might happen and what has 
happened in the past with respect to smokers and non-smokers. But generally speaking, there has been mortality 
improvement for in excess of 100 years, so we went with this base rate approach, which was derived from the population 
data. I should also note that the Hardy study did look at insurance mortality improvement and generally speaking the 
insurance mortality improvement rates were higher. But then you’re dealing with the issues of how does that impact 
selection and so on. But it is something to keep in mind if you want to do a bit more of your own research with respect 
to mortality improvement. There is some additional information in there related to insurance mortality. 

The final piece that we did—and this was a bit of subjective consensus, at least as far as the working group and CLIFR 
was concerned—is for younger ages we backed off a little bit with respect to the mortality improvement rates that were 
experienced. And some of the thinking behind that was that a lot of that improvement was experienced in the early years 
of the 70-year period. But frankly some of it was that this is mainly relevant on the life insurance side, and if we’re low 
on the life insurance side, we’re probably a little bit conservative. We hated to do that because it’s hard to declare we 
want to be conservative or we want to be liberal on a best base assumption because, depending on the business, liberal or 
conservative means higher or lower mortality rates. I better skip ahead here.  
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What this slide shows is the plus or minus 50 percent margin that will apply in the first 25 years. The dead zone that I 
referred to is, in the example, if you happen to have a 30-year-old that you’re looking at the valuation date, your 
comparatives for minimum valuation basis, you can use up to 1 percent or you can use 3 percent or higher and your 
choice will depend on whichever produces the higher liability.  

These next couple of slides just show how this impacts life expectancies, because one of the things you also want to do is 
step back and say, “Is this reasonable what we’ve done here?” And I think this slide really captures the essence of what 
we’re trying to do. With this step, changed with the standards of promulgation document, is . . . What’s shown in red is 
the current valuation standards in place for both life insurance. Now in this case it’s life insurance, that’s not death 
supported. If the life insurance is not death supported you cannot show improvement. In the example that we’ve 
calculated here you have a life expectancy of just over 82 years. What we’re essentially saying is there is enough evidence 
of mortality improvement historically that we believe what we’ll project in the future, so that you can strengthen that by 
a year, up to a year; you don’t have to be at a year but you can go up to a year. 

On the annuity side, actually we’re doing a similar strengthening. The modified AA scale produces, fortunately, a life 
expectancy that’s higher because you do want it to be conservative. We’ve increased that again by just over a year with 
the proposal that we have there. The one challenge that we had a little bit, and you should be aware of, is with respect to 
death-supported business. So this is death-supported life insurance business—the minimum on the right will apply and 
unfortunately today’s Standards say you have to reflect mortality improvement but there’s no promulgation as to what 
level of mortality improvement you can project. I believe yesterday there was a survey—I think it was a Munich Re 
survey—of what pricing actuaries are using. A lot of pricing actuaries are using, let’s say, 1 percent for 15 years or 1 
percent for 18 years. So in today’s Standards of Practice you can legitimately say, “I have a death-supported bloc. I’m 
going to go to my pricing actuary and say, ‘What’s your best estimate?’ Oh, it’s 1 percent for 15 years or 1 percent for 20 
years. OK, now I’m going to add—what margin should I add? Well, let’s see. The Standards say you should add a range 
of 5 percent to 20 percent so I’m going to use 1.2 percent for 15 or 20 years.” And frankly you would be legitimately 
following today’s Standards; you will not be following the new Standards. The new Standards are significantly more 
conservative with respect to that if that was the approach you were using, and again the current Standards provide a very 
broad range of practice with respect to death-supported business. So this we believe will represent a narrowing of the 
range of practice and bringing it in line and consistency with what we’re doing on the annuity side and what we’re doing 
on the regular life insurance side. 

On the annuity margins, we’ve got a proposed range, as I touched on earlier, of 2 percent to 8 percent, and it’s really to 
improve consistency with what we’re doing on the life insurance side. I think I’ve already touched on those points. As for 
effective date: we took a little while to get there and so what we are currently proposing is that we release these 
documents later this year. We provide a significant opportunity for feedback, discussion, advice from the membership. 
But because of the timeline with respect to due process, we’ve extended out the expected effective date to be October 
2011. What we will say now, and what we will say at the September Appointed Actuary seminar, is any changes being 
contemplated on the mortality improvement front for valuation will not be effective in 2010. Just a side bullet on OSFI. 
OSFI has made some comments on what they’ve seen so far. They are waiting to see the exposure draft and 
promulgation document to come out. But they’ve tentatively floated a temporary position. I shouldn’t speak on their 
behalf but this is what I’ve heard—so it’s hearsay, I guess, is how I should say it. Their temporary position is to reverse 
the MCCSR impact, and they have talked about reversing it on both a tier 1 and a tier 2 basis and on an after-tax 
equivalent basis. But in addition they will be initiating a quantitative impact study this fall. So it looks like over the 
longer haul, OSFI certainly are responding to the issue and they may have some comfort even at the regulatory capital 
level in recognizing mortality improvement; certainly not as much as you would on a policy liability basis. That’s my last 
slide so I’m just going to set up Christian-Marc’s. 

Christian-Marc Panneton: Thank you Edward. Bonjour, I will do most of this presentation, or the core of this 
presentation, in English as I’ve been advised I don’t want to empty this room with everyone rushing for a translation 
device. But recognizing my origin I will also do part of it in French. Alors bonjour, ça me fait plaisir d’être parmi vous ce 
matin. Comme Dale l’a indiqué plus tôt, j’ai trois sujets à couvrir ce matin. Les deux premiers se rapportent aux groupes 
de travail qui touchent la calibration, la calibration des taux d’intérêt et la calibration des écarts de crédit. Par la suite, je 
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vais faire un rapport très sommaire, un survol des travaux qui ont été faits par le groupe de travail sur les fonds distincts. 
Comme Dale l’a indiqué hier à une autre session, j’ai fait un autre survol mais un peu plus approfondi du rapport, alors 
ce sont vraiment les grandes lignes que j’ai l’intention de présenter ici. 

The first topic is calibration. I will start with a recap of the guidance that was provided of the long-term interest rate that 
was published last fall in an educational note. I will also cover the work currently going on on the short-term risk-free 
calibration, and I will briefly touch on the work on credit spread.  

For the working group on the interest rate model calibration, the chair is Wally Bridel—who is unfortunately not with 
us today—and we have a few committee members, and we have one OSFI representative on the committee. One 
emphasis we put on our work is to look at historical data. We wanted to develop calibration criteria that were not simply 
derived from extrapolating data from a model, but to look at historical data. Initially we looked at the long-term rates, 
and in Canada the longest series for which we have available data is the Government of Canada bonds over 10 year series 
from the Bank of Canada. It’s funny to see how things evolved. When we started to work in 2007, we had lots of 
discussions: should we go back to the 1930s or stop in the 1950s, as they have done initially in the task force for 
segregated funds looking at equity returns. A lot of people felt that the low interest rate environment that lasted from 
1936 to the early 1950s would bring too much conservatism in the calibration process. And now it’s funny because 
recently we had the reverse question: are we conservative enough given the low interest rates we have seen in the last two 
years? So the economic situation changed the perspective, and currently we feel that having considered that part we still 
believe that our calibration criteria for the long-term interest rates are still appropriate.  

The other thing we have put focus on is on the tail of the distribution, because if you look at the turquoise line on the 
graph, which is the average historical rate—which is between 6 percent and 7 percent—almost never in history was the 
rate at that level; it was typically over that level or below that level. And we see also a trend in data. From 1936 to the 
early 1950s the interest rate level was quite stable, we see a rising trend from the early 1950s to the early 1980s and since 
the mid-1980s we see a downward trend in the long-term rates. Taking that into consideration we developed the long-
term calibration factors which are published in the educational note last fall. I put the internet link to get to the 
document. We started to fix what we call the steady state calibration point at the long horizon, and we fixed that at 60 
years. We believe that any summation process should be stable 60 years forward and we start from the historical data and 
we provide some adjustments. To that we add two years and 10 years calibration points, mostly derived from models. 
And looking at the results we were not fully satisfied with that so we added additional criteria on the mean reversion. 
Here we have an example of a stochastic model which made the calibration criteria . . . The circles are the calibration 
points, so it meets and it’s not exactly on the calibration point; we have the 2.5th and 10th percentile on either side. We 
see here the distribution is either on the calibration point or above for the high rate and for the low rate we are either on 
the calibration point or below. Here we see at the 10-year point that we are way above the calibration point that’s 
allowed and that calibrations met. This is an example that we wanted to show, and we started with a long-term rate here 
at 4 percent. So that’s the current rate and it evolves over time. We see here the mean and the 50th percentile. Both are 
close but they are not exactly the same. 

Currently we are working on the short-term risk-free rates. We also looked at historical data and we work currently on 
independent calibration criteria for the short term as for the long term. We are looking also at a 60-year point—what we 
call a steady state horizon—and a two-year point. We also looked at slope criteria to link the short-term and the long-
term rate, and we’re investigating—should there be a difference between the long-term and the short-term or the ratio 
between the long-term and the short-term. Both approaches have pros and cons so we have not yet made up our mind 
on that. The goal here is to be able to capture steep curves and also to capture inverted curves. As this graph shows it’s 
the spread between the long-term and the short–term. So you see here that about 10 percent of the time the spread is 
positive—so we have a positive upward sloping yield curve—but 10 percent of the time we have negative slope yield 
curve. So we want to make sure that our calibration criteria will provide for such situation. 

Next topic is the credit spread working group. Wally is again the chair for that group and as you can see from that list, 
I’m not part of that group. So here I will simply report the work which has been done. The goal of that group is to 
develop criteria for credit spread that could be added to the risk-free rate generated from calibrated model. They are 
looking at possible approaches that will be taken by practitioners. One approach is either to have a deterministic credit 
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spread that grades to a long-term average or to use a stochastic approach. Of course they’re considering various rating 
categories—the credit spread for AAA is not the same as for BBB. They also consider the risk premium versus the default 
provision and at some point they will have to consider the relationship with the level of interest rates. So we expect at 
some point there will be inter-relation between the work group working on interest rate calibration and the credit spread 
work group. The current focus is on qualitative criteria and they are likely to develop quantitative criteria as well.  

The timeline for the short-term risk-free rate: we hope to be able to progress sufficiently on that to have something to 
present at the AA Seminar in September. Given that we are almost in July, that’s an aggressive timeline but we are 
dedicated to meet that, and we hope to provide guidance late fall or early next year. On the credit spread, draft criteria to 
CIA committee for review and comment should be produced in the fall.  

Next topic is the Task Force on Segregated Fund Liability and Capital Methodologies. The members of that group were 
a representative of each of the eight largest issuers of segregated funds in Canada and one OSFI observer. This task force 
was created under the Practice Council and reported to the Practice Council. We had liaison with CLIFR, and with the 
appointed actuaries committee and the capital committee.  

The mandate and motivation that was set for that group was to explore alternate methodology for the determination of 
policy liabilities and capital requirements for segregated funds. The motivation was the strong rise of hedging practice 
across the industry in recent years made the review of the methodology necessary. When the methodology or the core of 
the methodology was developed almost 10 years ago, almost no-one was really doing hedging on a large scale basis, and 
now it’s our understanding that almost every company with significant segregated funds exposure in Canada is doing 
some form of hedging. So that brings new challenges, new considerations in the reserving or the policyholder liability 
process, and that was one of the issues that the group has to tackle. 

The second one was the desire to maintain a consistency between valuation standards and capital requirement rules 
currently under review by OSFI. I must admit that on that part, the focus of OSFI was, as probably many of you have 
seen with their QIS, more towards calibration issues than the capital methodology. So our work and progress on that was 
limited and it was not put aside. Of course the task force was instructed to approach the question from a fresh 
perspective. So clearly it means that we were allowed to think outside the CALM methodology. With IFRS, a lot of 
people speak of risk neutral valuation or financial valuation, so that’s something that was part of our mandate to 
consider. And also given the short timeframe of the task force, it was established that no quantitative analysis or impact 
studies will be conducted.  

The next few slides are a recap of what I presented yesterday: desirable features for valuation methods. When we looked 
at the different approaches we tried to rank them according to some criteria; these are the criteria we felt that were 
important for valuation methods. We did some comparison of the CALM in risk neutral approach. I will let you read the 
slides; they are in the package. We looked at some variance of the approach. On the CALM side, we looked at three 
possible approaches: one which is an exact application of CALM which will be using stochastic on stochastic. When 
companies do hedging, a first stochastic step to generate a real world scenario; a second stochastic step to generate risk 
neutral scenario to be able to calculate the ?? [49:47] and re-balance the hedging portfolio. We looked also at 
approximation methodology and we considered both simply allowing approximation or mandating or prescribing an 
approximation. The advantage of prescribing is that everyone uses the same method. You gain a better score when I look 
at the criteria, the fourth one is comparability. So if you mandate an approach you get better results on comparability. 
We looked also at two risk neutral variances—one which is a true market approach where we use only market data, and 
the other one is a mix where we use market data if there exists a liquid and deep market and if not, we're allowed to use 
historical data to develop assumptions. 

The recommendation from the group for the short term: we believe that the CALM methodology or CALM framework 
should remain. We recommend setting two or more working groups to address the following issues: review of the 
calibration criteria, provide guidance to the use of approximation and provide guidance with respect to potential hedging 
weaknesses that will be reflected in policy liabilities.  

For the long term, we recommend that a group investigates in more details the merit of the risk neutral method. For 
capital requirement, we spent some time discussing that topic. As I said, we had no indication on the part of OSFI of the 
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exact direction they were intending to take on the approach for capital requirement. So it’s more generating ideas that 
will need to be developed further after. But the key point that was raised in that group is that the task force is of the 
opinion that the current treatment of hedging in the determination of capital requirement is not appropriate. The 
impact of only reflecting the hedge instrument held at the valuation date is minimal for long-term contracts where 
dynamic hedging strategy is used and the task force acknowledges that accounting for the limitation of dynamic hedging 
and capital requirement is desirable given all the potential weaknesses of such a strategy. 

The next step that we face: the Practice Council has approved our recommendations for the short term and the report 
has also been approved so it should be released shortly. Two new working groups reporting to CLIFR are being set up. 
As a matter of fact, they are set up and they will have their first meeting early July, one for the calibration and one for the 
approximation methods for reflecting hedging. It’s nice to know that most of the members of the current task force will 
continue in one of the two groups but we have also recruited additional people to staff these groups.  

And finally, given all the work to be done, there’s part that links to research in this work. We have asked for paid 
resources, both consultants and academics, and I understand that the CIA has approved our request. Thank you.  

(Applause) 

Stephen Sullivan: I’m going to cover two topics today. One is the educational note on equity returns and the second is 
just a brief overview of what we’re working on for the fall CLIFR letter. 

There is a draft educational note; it should be out sometime in 2010. It reviews considerations around the selection of 
best estimate return assumptions and appropriate MfADs for non-fixed income assets that would generally be equities, 
real estate. One can almost consider other things like timber agricultural holdings in this category. This note really 
expands on the previous guidance that’s been contained in the CLIFR Fall Letter and as I mentioned we hope to get it 
out this year. I think we’ve gone through several drafts and there have been some minor refinements in the last couple of 
months. 

If you would review the applicable Standards of Practice, that’s sort of what this note would expand on; so these are four 
sections that come from CSOP. For instance it does state, “The actuary’s best estimate for an investment return would 
not be more favourable than a benchmark based on historical performance of assets of its class and characteristics.” The 
margin for dividend and rental income would be between 5 percent and 20 percent. When you’re looking for an MfAD 
on capital appreciation, you would use a 20 percent MfAD plus a one-time change in the value of between 25 percent 
and 40 percent—30 percent being appropriate for a diversified North American stock portfolio—and that change should 
be implemented when it’s most adverse to the valuation, so that requires that you do some testing. And much like most 
of our other margins, you would apply an increase or decrease depending on which produces a higher liability. I think in 
the vast majority of the cases a reduction in the value of equities would produce a higher liability, but it is possible in 
some situations for the reverse to be true. That’s something that you would need to verify via testing.  

Appropriate benchmark for Canadian equities would be the S&P TSX composite and the S&P 500 in the U.S. The note 
does specify a period of at least 30 years. For Canadian equities, the data is not as credible prior to January 1956, so we’re 
recommending that you would use a historical period starting in January 1956 and ending at a point that’s no more than 
12 months prior to your valuation date. We feel that that would capture recent activity in the equity markets. The note 
does warn against the use of specialized market indexes or sub-indexes. Those would have means in volatility significantly 
different and may not be representative of longer-term returns.  

The note does provide some guidance on a number of the other benchmarks. For instance, I mentioned the S&P 500 for 
large American companies, the FTSE All-Shares index for diversified UK portfolios, and it does go through a number of 
the others and it discusses the appropriate index. It discusses for what periods is quality data applicable so they don’t all 
go back to 1956, and as a point it’s preferable to use a total return index which does include a reinvestment of dividends, 
as opposed to a price return index which doesn’t factor dividends into the total return. For instance, the TSX index that’s 
provided in the CIA economics statistics is a total return index.  

It does provide some additional guidance. I think some of these are fairly obvious to actuaries who have been doing this 
work for a while. For deterministic scenarios, you need to use the geometric mean of the returns, not the arithmetic 
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mean, and it’s pretty easy to construct an example, especially where you’re looking at a value of the index inclusive of 
dividend reinvestment, if you would determine your year-by-year yield and then take a dollar and accumulate it for a 
specific period. If you’re using the arithmetic averages you will not reproduce the sort of ending value.  

Remember that benchmarks do not include any provision for investment expenses or MERs. So you would have to look 
at, for instance, if it’s UL contract or a seg fund or an annuity for the kind of MERs you’re applying. You’d also look at 
investment expenses as per your actual company experience and you would apply appropriate MfADs to those if 
required. For instance, if your MER is contractual—it’s like a contractual commission rate and no MfAD would be 
required. When you have a foreign currency and essentially you’re doing your work in, say, Canadian dollars, you’d also 
have to consider currency exchange rates, and you may wish to incorporate an explicit currency model such as in the 
educational note that came out last year.  

As I mentioned before you’d need to update your benchmark annually to ensure that it is no more than a year out of 
date and it’s just important to note that it can make a big difference. For instance, the change in the market between 
2007 and 2008 reduced the benchmark by 1 percent and that’s quite a large drop when you consider that you’re 
averaging it over about 52 or 53 years. It also might give you an idea that what we’re talking about typically here are 
maximums; if you don’t want to be having to change your assumption as often and have a volatility in your reserves, you 
may wish to set your assumption at below the maximum, and that would avoid having to, for instance, between 2007 to 
2008, drop your assumption by 1 percent. 

For dividends, the note does provide some guidance, looking at dividend yields in Canada over the period 1956 to 2008. 
What you’re really looking at there is historic average, arithmetic average of dividends as a percentage of the benchmark 
each year. There have been some variances in that rate due to structural changes in the market over time. When the 
technology and growth stocks were hot items, I believe in the 1990s, they paid very little dividends so as an average the 
dividend yield was pushed downwards. The dividend yield did come back somewhat when income trusts were included 
in the TSX return. You should use a similar period as for the return assumptions. But perhaps you should make an 
adjustment looking at more recent history and expectations.  

It also provides some guidance on considerations as to the market shift effect on the assumptions. Usually there’s an 
inverse effect when stock prices drop. You would see your dividend yield increase because typically the dividends don’t 
go down as far as the market value of the stock. A lot of companies like to hold their dividends fairly constant to the 
extent possible and often during a bull market companies would not increase their dividends by the same rate as the 
market value of their shares increase. At the point they’re bullish, and they’re looking to re-invest the additional profits. 

For the dividend income, MfAD: the prescribed or suggested range is 5 percent to 20 percent of the best estimate 
assumption. I just want to note that the mid-range is approximately equal to one standard deviation of the dividend 
yields. One of the considerations to a higher margin would be smaller numbers of holdings or a lack of diversification in 
your portfolio.  

As I mentioned earlier, the capital gains MfAD is 25 percent to 40 percent and the benchmark is 30 percent for 
diversified North American portfolios. Check the direction, whether you need a drop or an increase, and when you’re 
looking at setting an assumption in the 25 percent to 40 percent range. You would look at the relative volatility of your 
holdings, perhaps if you’re also in a different market or a different country, as to how it compares to the volatility of the 
North American markets. Both the TSX and S&P 500 have historical volatilities. When you’re looking at the monthly 
returns of about 15 percent, I think one’s just slightly below and one’s slightly above so that’s why they both translate to 
a 30 percent drop. When the volatility of the benchmark you’re using is between 10 percent and 30 percent, consider the 
directional impact, which is 10 percent volatility would transcribe to 25 percent drop and 30 percent to 40 percent drop, 
rather than just a straight ratio.  

Now, if you want to look at providing for when your volatility is greater than 20 percent, it does recommend doing 
additional testing; perhaps needing a greater than a 40 percent drop, and you would look at providing a return that 
would be, perhaps, in a CTE 60 to 80 range. If you have high volatility and you only provide for a 40 percent drop and 
you compared it to your CTEs—if you have that information available—you would find you’re perhaps below a CTE 
60. There are some examples given in the educational note for that kind of testing. 
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Another concept that the note does bring into play a number of times—this is especially in regards to less stable or 
emerging markets—if perhaps you have less than 30 years’ data, or else you’ve seen a high degree of volatility in the 
return, you should look at a net risk premium. In other words, compare that to a net risk premium you would see in the 
Canadian equity markets.  

The note cautions against using a net risk-free rate greater than the Canadian and the base scenario, and it definitely 
states that your implied net risk premium, net of your chosen MfAD, should not exceed the equivalent result assumed 
for Canadian equities. There is an illustration of the calculation in the appendix, and it’s pretty much the same 
illustration that’s been in the CLIFR letter. That calculation is done net of all your MfADs so you’ve applied a 20 
percent MfAD against your capital appreciation, and you’ve applied an appropriate drop, and depending on your 
product or your characteristics, you’ve determined the point at which your drop should be. If your market parameters 
for, say, your emerging market produced a return that has a higher net risk premium that’s implied in the Canadian 
market, you should reduce your assumed return until you get no greater. 

I’m just going to cover a couple of things in the 2010 CLIFR Fall Letter, what we expect to have in that letter, which is 
really just under construction. There will be a summary of updated experience study just pointing the actuary at things 
they should consider again. There’ll be perhaps some change guidance on insurance and annuitant mortality. For 
annuitants, likely it will state that the changes Edward is talking about have been pushed back. There will be some 
guidance around IFRS since it will need to be reported effective January 1, 2011, and does cover some of the emerging 
issues on segregated funds. 

As Edward mentioned—I’ll just repeat this briefly—the proposed changes to insurance annuitant mortality . . . The 
Standards have been delayed at least a year. They won’t be in effect for 2010 year-end. Therefore the current guidance in 
this area that was in the 2009 letter will also be appropriate for this year-end. As I mentioned, IFRS is applicable starting 
January 1, 2011. The CLIFR letter will provide a list of documents on this subject with which the actuary should be 
familiar; probably provide links to get to those documents on the CIA website. It will briefly discuss the issues around 
reclassifying the reinsurance as a recoverable and it will likely make reference to the educational note that’s being worked 
on, the one that Dale was discussing earlier. 

As regards segregated funds, I won’t go into much detail. There will be some discussion of calibration in reference to the 
task force report, the working groups on calibration, hedging issues and what the next steps will be. There will be certain 
minor revisions on some topics that effectively will continue. For scenario assumption interest rates, I think, the 
guidance will be very similar to 2009. As far as taxes go, HST is in effect in Ontario and Québec starting tomorrow, I 
believe. So there will be some guidance that may have an effect on the level of administrative expenses that you would be 
reflecting in your valuation assumption, and we’re quite hopeful there will be very little on equity returns because the 
educational note that I’ve just been discussing will have been released this year, and so therefore there won’t be the need 
for the detailed discussion in the Fall Letter. And that’s the end of my presentation. Thank you.  

(Applause) 

Ms. Mathews: OK, thanks everybody. We have a few minutes for questions, and we have microphones. If anyone has a 
question now is the time. 

U-M: I just have a question about the granularity of identifying the death supported. If we have business and on a gross 
basis it is not death supported but on a net basis some of it is death supported at some ages and some durations, are we 
to go to the coverage level to evaluate it? 

Mr. Gibson: No. We would not expect you to go to the coverage level, and in fact we had some discussions about 
whether you would look at the company as a whole, which is the exact opposite of that. But we felt that it would not be 
appropriate to aggregate annuities with life insurance business but that you could aggregate life insurance business, at the 
highest level you could aggregate your entire block of life insurance business. You don’t have to but you could.  

Mr. Sullivan: Wouldn’t there be some consideration about whether probably you shouldn’t aggregate par and non-pars 
as well?  
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Mr. Gibson: Yes.  

Mr. Sullivan: And I think you would look to guidance in that existing study note on aggregation of policy liabilities. I 
guess you might exercise a little caution in aggregating results across different sort of countries as well.  

Ms. Mathews: Any other questions? OK. I guess we’re done. Thank you everybody for coming.  

(Applause) 

[End of recording] 


