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Moderator Chris Humphries: I am looking for volunteers to be a recorder. I did not think so. Okay. This is a panel
discussion and we have a panel of one, Lonnie McPherson, who is a Senior Analyst in the Capital Division at the office
of the Superintendent of Financial Institutions (OSFI).

You all should have copies of the handouts and the evaluation forms which were on your chairs. Could you please
complete the evaluation forms at the end and put them in the box at the back. With respect to the handouts, you are
missing about three pages, I believe, at the end. We have copies now at the back, but please just wait and pick them
up at the end of the session.

As you probably know, in mid-1997, OSFI imposed a general moratorium on changes to the Minimum Continuing
Capital and Surplus Requirements (MCCSR) formula and undertook a review of the MCCSR guideline. OSFI completed
its review and released its MCCSR Guideline Review Discussion Paper on January 21st of this year. OSFI invited
comments from the industry and the CIA, through its Committee on Solvency Standards for Financial Institutions,
submitted comments on April 13th. I believe that the CLHIA, through its Solvency Committee, as well as individual
companies, also made comments to OSFI. Lonnie will now provide us with an update on this very important topic.

Panelist Lonny McPherson: Thanks, Chris. Good morning ladies and gentlemen. I would like to thank the Institute for
inviting me here to sunny Vancouver. It is nice to have a change from the rain that we have had back east the last couple
of weeks. I am going to speak about the MCCSR review and provide you with an update on where we are and the
comments that we have received. My presentation is in three sections. It is about 45 to 50 minutes long. Then we will
open it up to questions at the end.

First of all, I will provide you with an overview of the guideline paper, which was released in early January of this year.
Some of you may have attended the presentation that I made in Montréal on November 25th. I provided an initial
overview of what might be in the paper at that time, so there may be some redundant material here if you were at the
previous session. Please bear with me.

Second of all, a broad summary of the comments received on the paper, and then I will summarize what the next steps
are for the guideline review and some of the major changes for the year end 2000, to the extent that they are known
at this time. The objective of the guideline review project was to assess whether the MCCSR and the Test of Adequacy
of Assets in Canada (TAAM) formulas provide a reasonable measure of the capital adequacy to ensure that policyholders
are adequately protected from undue loss. The discussion paper is a product of the review project and it is a foundation
to open a discussion with the industry on the priority to be assigned to the various issues, the short and long term, and
on the process and how we can move forward and address some of these issues.

(slides unavailable)
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I think that you have all got copies of the slides there if you want to make notes, as well. There are four parts to the
paper. In the first part, we tried to identify some of the principles underlying the MCCSR and to define the purpose
of capital versus reserves. In the second part of the paper, we looked at capital tests for life insurers and other jurisdictions
and other FIs in Canada, to determine if there was a level playing field or what sorts of changes might be required. In
the third part, we looked at the components of the formula and the actual risk factors to try to identify some of the
problems with the formula. We conducted an industry survey that probably most of you would have participated in last
spring. In the fourth part of the paper, we identify emerging risks and developments that may impact the capital adequacy
of life insurers in the future. I am going to speak briefly about the work in each of the four parts of the paper and then
move to the key findings and the issues.

In part one, we tried to identify some of the principles underlying MCCSR and we identified seven principles. Capital
rules should provide a good measure of an institution’s financial condition. They should be risked-based. They should
be applied on a consolidated or a group-wide basis and they should promote transparency. They should complement,
but not replace, prudent accounting and actuarial standards and practices. They should be subject to the adequate
protection of policyholders and the rules should endeavour to enhance competitive equality within sectors and between
financial sectors, both domestically and internationally. Capital rules should establish a de minimis requirement that is
applicable to institutions with strong, risk-management policies. These principles will guide future revisions to the
MCCSR guidelines and they are discussed in detail in the appendix of the paper.

OSFI sought to understand and, where possible, to quantify the level of risk covered by policy liabilities on the balance
sheet, versus the risks covered by capital. This understanding is important for two primary reasons: First of all, to insure
that the capital rules result in neither a deficiency or an overlap in protection for policyholders and, second of all, this
understanding forms the basis to address new issues and new products, in developing capital tests for life insurers in
the future.

We tried to identify the purpose of capital and, from a regulatory perspective, we determined that capital is a safeguard
for policyholders and depositors. It is designed to be a protective cushion against systemic risk. It is an indicator that
regulatory action may be needed and it is an incentive to promote taking prudent risk-management decisions.

Turning to the purpose and principles behind policy liabilities, these are designed to reflect policy obligations and
policyholder expectations. They should be a best estimate of future experience, they should cover adverse deviations and
expected losses and they should be a reflection of a company’s financial position in accordance with prudent accounting
and actuarial rules.

During our review, we were unable to quantify the level of risk that should be covered by capital and policy liabilities
and we could not find evidence of such quantifications in the capital requirements set by other jurisdictions.

In the discussion paper, we invited submissions from the industry and the actuarial professions and other interested
stakeholders, about how the level of risk could be quantified, the practicality of various measures and comments on the
meaningfulness of those risk measures. Unfortunately, no one took up this challenge. It is not an easy one, obviously,
in responding to the paper.

It is still an important issue for us, as we are facing issues such as the seg fund guarantees and in developing capital
and policy-liability requirements. So this question is not going to go away. We looked at the three general approaches
to setting capital adequacy requirements and analyzed the strengths and weaknesses of each of the approaches. Under
the independent approach, the capital is required as being completely independent of the asset and liability valuation,
with no reflection of the actual provision that the insurers made for the risk. Under the integrated approach, the capital
requirement is viewed as being a top-up to ensure that a company has made adequate and conservative provision for
experience, whether expected or unexpected, and consideration is given to the level of reserving.
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Under the supplementary approach, the capital requirement is viewed as providing an additional margin, above that
provided by the valuation, to provide for unexpected or catastrophic events. This approach assumes that the valuation
is appropriate to provide for expected experience.

We identified four other alternative approaches or strategies that OSFI could employ to ensure that capital held is
appropriate for the risks undertaken. We could allow companies to use internal models which would be subject to
conditions, to set capital requirements based on these models. The capital requirement could be a multiple of the measure
and, where required, to reflect the inherent difficulty in quantifying the level of risk covered by the models. We could
specify the level of risk that must be covered by the policy liabilities, with the implication that capital would cover the
remaining level of risk. This would involve the Superintendent using his legislative power to prescribe actuarial
standards, assuming that we have not done it to this point and have left it to the profession. The third potential strategy
is to prescribe a higher amount of capital for individual companies, taking into account their individual risk profiles.
This actually is what the office is doing now for certain companies. Or we could raise the minimum capital required
for all companies, in recognition that some risks are not covered by the MCCSR formula. So those are some alternative
strategies that could be used for setting capital requirements.

We concluded that the approach taken or the strategy employed should depend on the particular circumstances of the
issue being addressed. OSFI would prefer to be able to use the supplementary approach; however, we are limited in the
approach, depending upon the circumstances. Where it is possible to quantify the total risk and the coverage of policy
liabilities with some precision, an integrated approach may be more appropriate. In circumstances, where the quantifi-
cation is difficult and the range of actuarial practices is broad, it may be more appropriate to raise the level of minimum
capital requirements, generally.

In part two of the discussion paper, we reviewed the capital requirements in other jurisdictions, primarily the United
States and United Kingdom, where the Canadian life insurers operate primarily. We also looked at the requirements for
deposit-taking institutions in Canada, to gain an understanding of alternative approaches to capital-adequacy require-
ments. We attempted to assess whether the MCCSR constrains the ability of Canadian life insurers to compete interna-
tionally or within other financial sectors. This work provided a valuable insight into approaches to capital-adequacy
measurement; however, it was difficult to determine whether the MCCSR imposes significant constraints on the ability
of Canadian companies to compete. The comparison of the alternative regimes is made difficult by differences in
accounting and actuarial practices around the world, which, as you know, are not harmonized.

The United States RBC test is probably the closest to the MCCSR, in terms of being a risk-based capital test. The IAIS,
International Association of Insurance Supervisors, has developed a Subcommittee on Solvency that is expected to develop
an internationally-harmonized, capital standard; however, it is unlikely that this will appear for several years.

The IAIS is working with the IAA, the International Actuarial Association, and the International Accounting Standards
Committee, to develop standardized accounting and actuarial rules. These must be developed before a capital test can
be developed.

The objective of part three of the project was to review the various components of the formula, the capital available and
the capital required, to identify problems with the formula and to assess their potential magnitude. I will speak more
about the findings a little later.

(slides unavailable)

The four risk components and their composition of the total capital required for the total Canadian life insurers is up
on the screen here. We identified the 1998 results in the paper, and I have just updated that for 1999. There is not a
lot of change between the two years. The asset-default risk is by far the largest component.
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However, it should be noted that an individual company’s results will vary, depending upon its individual product mix
and risk profile. Just by comparison, for foreign branches, the C-1 default was about 35%, mortality and morbidity in
the last factor was about 51%, and the C-3 was about 12%. For foreign branches, the composition is a little bit different
primarily because a large amount of the branches invest in government bonds which have a very low capital requirement.

Part four of the paper reviews a number of emerging risks and developments that may affect the capital adequacy of
Canadian life insurers in the future. The areas where we identified emerging risks and developments include industry
developments, regulatory arbitrage and harmonization, actuarial practice developments, international developments, and
legislative-policy developments. This list is not exhaustive. We invited the industry to bring forward other issues, other
risks and developments and their possible implications for the industry. Industry developments, that could impact the
capital adequacy of life insurers, include competition, consolidation, convergence, globalization, demutualization and
technology.

We identified a need for greater consistency of accounting and actuarial and capital rules, applicable to different types
of financial institutions, to promote a level playing field and to discourage arbitrage of the rules. We are facing this issue
as we look at developing capital rules for holding companies.

For actuarial-practice developments, as everyone is aware, the CIA is developing the Consolidated Standards of Practice
(CSOP). This could result in changes to the method of valuation towards the cash-flow valuation and apply to other
types of business. The developments in CSOP may require that OSFI review the implications for the actuarial components
of the MCCSR.

The CIA is also developing new approaches to different types of risk, such as the segregated-fund guarantees, as outlined
in the May 2000 interim paper put out by the Task Force on Segregated Fund Guarantees. The International Actuarial
Association is working on the international actuarial standards and they are also working with the IASC on the
development of insurance-accounting requirements.

As I had previously mentioned, the IAIS has a goal of establishing a solvency standard that supervisors around the world
can adopt; however, it has been recognized that there is a need for greater convergence in the accounting and the actuarial
standards and it will likely be several years before these are all harmonized. Recently, the IASC issued a discussion paper
on insurance accounting, that is proposing to move towards fair-value accounting, and OSFI is continuing to work with
the IASC, the IAA, and the IAIS. We are monitoring the developments in those areas. The Basel Committee on Banking
Supervision is currently reviewing the 1998 capital report for banks. This approach, that they are looking at involves
three pillars: A quantitative requirement, complemented by a supervisory-review pillar, and a market discipline or
disclosure pillar.

Under pillar one there will be a standardized approach and an internal, ratings-based approach, for more sophisticated
banks. Under the new accord, they are also developing a capital charge for operational and other risks, as well as an
interest-rate-risk charge, for banks that are more exposed to such higher risks, so-called outlyers.

The BIS initiatives will have to be reviewed, when we consider the capital requirements for life insurers in the future,
to ensure that a level playing field is maintained for FIs in Canada.

In September of 1998, the Task Force on the Future of Financial Services Sector, the so-called Mackay Report, made
a number of recommendations to enhance the competitiveness and the competition within the Canadian Financial
Services Sector. The government responded to this in the form of a white paper that was issued in June of 1999.

Just last week, the government introduced new financial services legislation in Parliament. The proposed changes in this
legislation include the use of financial-institution holding companies, changes in the widely-held, ownership rules, and
providing life insurers with access to the Canadian payment system. The new, holding-company, regulatory regime will
require development and changes to the capital-adequacy rules for life insurance. A draft paper on the capital rules for
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holding companies was sent to the industry via the Canadian Life and Health Insurance Association (CLHIA) and the
Canadian Banking Association, in December of 1999, for initial comment. This paper is a work in progress and additional
work will be required on this paper in consultation with the industry.

Turning now to the findings and the issues in the paper, several issues were identified throughout the review and via
the industry survey; however, the significance of the issues did not indicate fundamental problems with the formula, nor
did the industry support fundamental revisions to the formula at this time. There were three key priority issues that were
identified by the review to be addressed in the short term. The responses indicated that the industry favours a multi-
year review process. We proposed three years; however, it is important to maintain year-over-year stability in the formula
because the stability builds public confidence, especially now with demutualization with more companies being traded
publicly, and it also allows companies to plan their capital requirements.

The three priority issues, identified by the review as warranting study in the short term were segregated fund guarantees,
C-1 factors for assets backing equity-linked products, and the TAAM. There were various issues identified with the
TAAM, including valuation of vested assets. The segregated fund guarantees was, by far, the largest and most significant
issue. In particular, there were concerns with the 100% maturity guarantees and the reset provisions that lock in market
gains. This is a low-probability, high-potential loss risk, that is the catastrophic type of risk that should have a capital
requirement.

In December of 1999, OSFI sent out a letter to the industry to inform them that within one year there would be a capital
requirement on this product. We proposed a deterministic approach in that letter. As you are aware, the CIA has
developed a task force to develop reserving standards for seg fund guarantees. They issued their interim paper last month.
Our actuarial division sits as an observer on the task force, and I will speak a little bit more about that when we get
to the comments on the paper.

Comments on the survey indicated that the C-1 asset-default factor is inappropriate for equities that back equity-linked
policies, since the policyholder accepts the risk of the performance of the equities. It was suggested that the current capital
factors, 15% for equities, is encouraging a move towards derivatives, which, in fact, could be riskier, when companies
buy indexed futures instead of equities. There are many aspects to this issue. Assets are not segregated for the policy-
holders so, upon liquidation, it is questionable whether the assets can be specifically earmarked for individual or specific
policyholders. There is a debate over whether these products are in compliance with the Insurance Companies Act since,
under Section 451, it requires the creation of a segregated fund, where the company issues policies where the liability
is buried, depending upon the market value of the fund, consisting of a specific group of assets.

The third priority issue was the TAAM for foreign branches. Currently, under the TAAM, foreign branches can vest assets
at the greater, or book, or market value. It was suggested that this valuation creates volatility in the TAAM results, which
are now made public. It was suggested that perhaps book value is inappropriate for assets backing discounted-actuarial
liabilities. Other issues with the TAAM were primarily concerning a lack of comparability with the MCCSR for Canadian
companies, since not all of the assets are recognized in the TAAM, only the vested assets.

There were several other issues identified in the paper, and I will just highlight some of them. In terms of operational
risk, this has a number of definitions, but we consider it primarily to be risks other than the credit, market, interest rate,
and actuarial. Examples of industry issues are the vanishing-premiums issue, the UK pension-sales issue, market-conduct-
related litigation, and issues arising due to merger and acquisition activities. It is very difficult to measure operational
risk. There is no current requirement for it in the MCCSR. In the United States, they do have a C-4 charge for operational
risk and operational risk is currently under review by the Basel Committee as part of the review of the 1998 accord, and
we will be looking at that work as it progresses.

Another issue was with the C-3 interest-rate-risk factors. The survey indicated that these factors did not recognize
provisions for a mismatch of AL cash flows already included in the policy liabilities. We have suggested that, once CSOP
is introduced by the CIA, that we could study the C-3 factors at that time.
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Currently, there is no recognition of counter-party risk for registered reinsurers. In terms of a level playing field and
the capital test for banks, there is a 1.6% capital requirement, or a 20% risk weight, for amounts due from registered
DTIs, so this is a level-playing-field type of issue.

The MCCSR does not capture market risk for foreign exchange, although the actuary is required to consider currency
mismatch when he or she establishes the actuarial provisions. Most of the foreign-exchange risks are hedged or matched;
however, there is a structural risk that arises when capital is raised in foreign jurisdictions and is being counted in the
consolidated MCCSR tests.

The foreign business now constitutes the majority of the conglomerate-insurer’s business and there is a need to study
the on-and-off balance sheet of foreign-exchange-risk exposures to determine if there is a need for a capital charge.

The survey indicated that the mortality and morbidity factors are not specific to the underwriting profiles of companies
and do not recognize the sex, insured status, health factors, etc.. It was also indicated that the $2.50-per-thousand,
mortality charge for individual, non-par business, greater than five years, was excessive and we agree that this requires
further study and could involve significant resources. I will speak a little bit more about that when we get to the
comments.

Another issue was the reserves required in foreign jurisdiction. This requirement was dropped in 1995 and placed under
review, due to concerns about the wide variety in approaches and how it was being calculated. The issue relates to the
availability of capital in foreign jurisdictions and differences in the calculation of reserves. With the increasing foreign
operations of the large conglomerates, it is suggested that we need to revisit this issue.

The last was the use of internal models. The survey indicated that internal models are not currently being used on a
wide basis, but we need to review developments within the industry and the application of the use of internal models
by the BIS. There were several other issues identified in the paper and in the survey, and they were mainly single-
company issues.

Turning now to the comments received on the paper, we received comments from a number of stakeholders. At OSFI’s
request, the CLHIA coordinated industry responses from its members and submitted comments by the Capital Adequacy
and Solvency Committee. We would like to acknowledge the assistance of Jim Witol at the CLHIA in doing this. The
CIA submitted comments on the paper by the Committee on Solvency Standards for Financial Institutions and we also
received a number of comments directly from individual companies.

In general, there was consensus on the three priority issues identified in the paper, the seg fund guarantees, the C-1
factors for equity-linked products, and the TAAM. A fourth priority issue was identified as the need to review the
mortality component. We had identified this as another issue in the paper, but the comments suggested this should be
moved up to a higher priority. The CIA has also proposed a number of other issues for OSFI’s consideration. Most of
these were identified as other issues within the paper. The recurring comment on the paper was that OSFI’s December
1999 letter, proposing to calculate seg fund capital requirements on a deterministic basis, was too broad a brush and
onerous. It was recommended that OSFI consider the CIA task force proposals currently under development. As I
mentioned, OSFI has a representative on that task force and we have met with the task force several times.

We are currently reviewing the work of the task force and the interim paper that was issued in May. We are hopeful
that this alternative approach will prudently address the risks arising from seg fund products; however, as we indicated
in the December 1999 letter, if the Task Force alternative is not acceptable to OSFI and the industry, the proposed interim,
capital-requirement, for the fiscal year-end 2000, will be based upon the deterministic approach. It has been suggested
that the capital charge is too onerous on assets backing equity-linked products, especially the equity type of assets, since
the risk is passed through to the policyholder. OSFI has invited the CLHIA and the Institute to study the legal issues
and options for addressing the issues surrounding these products.
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There are three or four major categories of issues. The legal types of issues, whether these products should be in a seg
fund, according to the Act, whether you can legally segregate cash flows for specific assets in the general fund, for specific
policyholders. What happens in liquidation? Can the risk of asset default be legally transferred to a policyholder?

Risk-measurement types of issues: To what extent are there guarantees on these products? We understand that the product
is developing in the marketplace. There are guarantees on money-market types of instruments, and we understand that
some companies are now starting to offer guarantees within the general fund on equities. Are there market conduct or
reputational risk implications if these assets default, and to what extent is the risk actually transferred to the policyholder?

Risk-management types of issues: Are the assets backing the liabilities properly matched, or are companies taking
additional risks with the use of synthetics or derivatives? These issues can also be applied to other types of products,
such as closed par blocks, or par business in general.

The third priority issue was the TAAM for foreign companies. The primary comment was that the assets should be valued
consistently on either a book or a market basis. There were suggestions that the whole TAAM regime needs to be
harmonized with the MCCSR, that the whole regime should be examined, and that it should be similar or equivalent
to the foreign-bank-branch requirements which were recently introduced. The foreign-bank regime has a 5% capital-
equivalency deposit.

OSFI has invited the industry’s comment on the valuation issues; however, we have concluded that, since the vesting
regime is conceptually similar to the treatment of foreign-life branches in foreign, major jurisdictions, that Canadian
insurers operate abroad, there is effectively a level playing field for Canadian companies with the United States and the
United Kingdom. We do not believe that there is a need to totally review the regime at this time. We are prepared to
look at the issues, the valuation issues, the types of assets that are used, and how we can better harmonize the test with
MCCSR.

With respect to the foreign-bank-branch regime, we have noted that there are material differences in this regime, the
primary one being that there are no retail depositors. So we do not consider this a level-playing-field issue.

The fourth priority issue was the mortality component. As I mentioned earlier, it was suggested that the extra 50 cents
per thousand makes the individual, non-par, mortality factor, greater than five years, excessive. The CIA has offered to
study the mortality component and to provide OSFI with the results of this work. OSFI has invited the Institute to meet
with us to explore the scope of this work and we understand that the CHLIA will be coordinating with the CIA.

Other comments that we have received on the paper are that both the CLHIA and the CIA suggested that the capital
principles should reflect a reasonable balance between what is required for safety and the burden of the cost of capital.
We attempted to address this, in principle six of the paper, when we indicated in the principle that capital rules should
reflect a reasonable balance between the protection of policyholders and competitive equality amongst financial institu-
tions. OSFI is cognizant that capital is costly; however, in developing capital rules, our primary mandate is the protection
of policyholders.

There were several comments made about the target of 150% MCCSR level, which may vary, depending upon an
institution’s individual-risk profile. Over the last several years, the industry capital levels have risen, and money
companies have established targets in excess of 150%. On a historical basis, OSFI has used the 150 target for several years;
however, it has not been specifically noted in the guideline. We agree that clarification is required and we are planning
to provide further guidance on this later this year.

Everyone seems to agree that there should be one year’s advance notice of major changes to the formula, with the
requirement that the previous year’s MCCSR or TAAM be restated. This one-year notice would be subject to certain
circumstances, such as legislative changes and substantive changes to generally accepted accounting or actuarial practices.
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Most of the other comments on the paper were concerning the other issues that were identified in the paper. There were
no new major issues identified in the comments on the paper. Comments on these other issues will be taken into account
when considering priorities for study in the longer term.

(slides unavailable)

You do not have this slide, even in the extra three pages, because I edited this afterwards. It is just a summary of the
major revisions that are anticipated to the guideline for fiscal year-end 2000 at this time.

First of all, for seg fund guarantees, we expect that by the end of the summer OSFI will be in a position to determine
if the CIA task force proposal is acceptable. We have requested the backup data and the material in order to review the
proposal. Over the summer, we will be reviewing the material and we expect to communicate the approach on this issue
to the industry by the end of the summer. The reporting forms and the guideline will likely be revised in November,
which is later than normal, but we believe that it is important to take the time to study this issue very carefully.

The second major revision, that we anticipate for year-end 2000, is regarding innovative, tier-one instruments. OSFI had
sent a draft of the proposed revisions to the capital-available requirements in the guideline to the CLHIA for review last
year. This proposed change is a result of revisions to the BIS accord for banks, that permit certain tax effective preferred
instruments to be counted as capital available in tier one; however, it is limited to 15% of total tier one. We are working
with the CLHIA to develop criteria to apply this to life insurers. We expect that a revised, principals draft will be sent
to the industry within the next month or so.

Other types of revisions to the guideline, that are known at this time, are primarily housekeeping types of items since
the moratorium was put in place in 1997. It includes revisions due to changes in the CICA Handbook, for items such
as future income taxes; clarification of items, such as the January 1999 memo on the tax treatment of net-deferred gains
and losses included in capital; the September 1999 memo that we sent out on C-1 requirements for investments and assets
securitizations. These are examples of the housekeeping types of changes that we expect to make. As I mentioned, the
guideline is not expected to be revised until later in the year.

OSFI has responded to both the CLHIA and the CIA, inviting them to meet to discuss priorities and establish a timetable
for further study of the issues. We met with representatives of the CLHIA Committee on Capital Adequacy and Solvency
earlier this week and we understand that they are considering setting up working groups to study some of the priority
issues. Hopefully, an action plan and a timetable can be established over the course of the summer for work on these
issues.

We are looking forward to meeting with the Institute to discuss the study of the mortality component and, as I mentioned,
the CLHIA will likely be coordinating with that.

We would like to thank everyone who has participated in the MCCSR review, who has provided comments on the
discussion paper, and participated in the industry survey. Thank you very much.

...(applause)...

Moderator Humphries: Okay, we will now open the floor up for questions and comments. Would you please try to use
one of the microphones and identify yourself.

Mr. Rodney C. Wilton: I have a few questions. One, in trying to get a level playing field, have you considered the
differences between the Minimum Capital Test (MCT) for casualty companies and the MCCSR for life companies, in
respect to A&S insurance?
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Panelist McPherson: Actually, there is a new risk-based capital test that is coming out for P&C insurers. It has been sent
out in draft earlier this year, I think it was March. It is a risk-based test and my understanding is that the factors for
A&S have been harmonized in that test. I have not worked on it myself.

Mr. Wilton: Thank you.

In your mortality charges, it seems that one, that is really onerous, is the 30% of the base charge for AD when AD mortality
is much less than 30% of the base mortality. For a very large block, AD is probably less variable and not subject to a
huge, one-year hit like life mortality is. So that is just a comment.

One effect – and maybe you could comment on this – that I saw this year, is that I have a branch with a large block.
It is mainly pre-1996 and it mainly has negative reserves. We switched to deferred-tax accounting. Previously the reserves
were tax-affected and when we switched to deferred-tax accounting, it made the reserves more negative. It did not give
us any gain, but set up a deferred-tax liability which hurt us in the MCCSR and knocked the MCCSR down from about
190 to 145. That seemed to be an onerous effect for something that had no effect on the bottom-line of the balance sheet.
Could you comment on that? Am I doing something wrong?

...(laughter)...

Panelist McPherson: I might need David Gurley to help me out here if I go too far off base here.

We are working on a memo out to the industry on the impact of future taxes. My understanding is that when you carve
it out, the future tax portion, you should not be increasing your negative reserves.

Mr. Wilton: But the reason that the negative reserves on a pre-1996 block had to increase was that it made sense that,
if we had the deferred-tax impact factored into what the negative reserves were before, in essence, they are just the present
value of cash flow with the opposite sign, but, after tax cash flow, and now we are taking the tax effect somewhere else
on the liabilities. It made sense that you then took the full present value of future cash flows as your negative reserve.

Panelist McPherson: David, do you want to say anything about that?

Every case will have to be looked at individually, but our memo will be generally looking at that.

Mr. Wilton: Okay.

Mr. Allan S. Edwards: Lonny, in your seventh principle, we have not focussed a lot on the industry comment, and I
would just like to get you to expand on it a bit if you could. That is the one where you say that the capital requirement
should establish a minimum requirement that is applicable primarily to institutions with strong, risk-management policies.

The actual report says “primarily”, but the slide says “only”. I know that that one has to connect somehow to OSFI’s
revised, risk-management, supervisory framework. It probably connects also to the 100, 120, 150 of MCCSR question,
and I have a suspicion that it is going to connect, at some point, to the segregated-fund-guarantees issue and the question
of level there. Can you just expand a little bit on what you have in mind with that seventh principle?

Thanks.

Panelist McPherson: Conceptually, what we are saying there when we develop an industry-wide capital requirement, it
is an industry-wide requirement, we are saying here, for institutions with strong, risk-management policies. On an
individual-company basis, there may be a need to make adjustments, and that would likely be through the target level
for that individual institution. So, if some institutions have lower or nonexistent, risk-management policies, the target
level would be much higher.
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I came from the operations area and I have seen target levels as high as 250% that we have imposed on institutions. So,
generally, when we develop the factors and we look at the factors, it is going on the starting point that the institution
has strong, risk-management policies and practices.

Mr. John F. Brierley: I did not see in your priorities anything on negative reserves. My company has a fair amount of
negative reserves and is tier-one limited so, for every dollar of increase of negative reserves, we end up with a $1.33,
less capital, compared to another company that does not have that limitation, where it is only 25 cents per dollar. This
causes a significant problem in pricing where one company might be pricing based on only 25% of negative reserves,
where we have to do 133%.

I know that this might be because we have a lot of term insurance, and we do not have a whole lot of other types of
insurance. It may be just because we do not have the other capital-requirement components, like the C-1, which is very
small for my company. It is mostly negative reserves and mortality component. This is really setting up a problem which
could result in arbitrage. We could easily use reinsurance to fix this problem by selling cash flows to the reinsurer and
increasing our negative reserves, but that would be costly because the reinsurer would want to take a profit on that
transaction.

Panelist McPherson: We looked at the negative reserves in 1997 when the lapse component was brought in and at that
time, it was decided to bring in the transitional and to count the way we do now. As we indicated in the paper, we
were not planning on revisiting that, and it did not come through as a priority issue in the comments. That is where
it is. In terms of a level playing field, you also have to look at the definition of capital.

I work in the Capital Division. My banking colleagues look at these types of things and say: That does not qualify as
capital. It is not permanent.

So, at this point, it will remain the way it is.

Mr. Brierley: About a quarter of our negative reserves are on term insurance that is beyond the fifth year after issue, so
that it is not only getting hit with the negative-reserve component, but it is also getting hit with a lapse component,
because it is different from the non-forfeiture value of zero. So it seems to me that at least the negative reserve should
only be counted in the first five years of a policy’s lifetime, if you have a lapsed component beyond that time. It seems
like it is double counting to me.

Panelist McPherson: I hear you.

... (laughter)...

Ms. Lesley B. Thomson: I have a comment or question about the second priority, the onerous requirements where they
pass through the risk to the policyholders.

Panelist McPherson: Equity-linked, yes.

Ms. Thomson: It seems to me that the legal issues, that have been thrown out as something kind of holding a review
of this issue, are beside the point. If the resolution of the legal issue is such that these should be segregated funds or
somehow separately-identified assets, then surely there would be a lower capital requirement.

The same thing, if the legal resolution is that it is acceptable in the general fund, it still should surely have a lower capital
requirement when you are passing through the risk to the policyholders. I am concerned that this is holding this up
and we are going to get the priority number one, the seg fund guarantees passed through this year and that will cause
everyone’s MCCSR ratio to rise. Then this second priority, which would perhaps lower MCCSR ratios, will cause a
movement the other way, or perhaps there will be some objection to implementing a change in the formula that would
reduce the value.
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Panelist McPherson: You would prefer an offset.

Ms. Thomson: Pardon me?

Panelist McPherson: You are looking for an offset to seg funds.

Ms. Thomson: I think that it makes sense. If you are going to make two separate changes, which are both high priority,
that move in opposite directions, then it makes sense to make them at the same time so we do not have disclosure or
jerking around so much.

I am also concerned that this is a real issue for companies and for policyholders, particularly in par funds. I know of
one instance, where a company decided to reduce the proportion of equities in its par plan just because the capital
requirement was too high, and this has a long-term impact on reducing returns to par policyholders. This is a more
serious issue.

Panelist McPherson: Yes, with respect to offset, when looking at the seg fund issue, we are looking at whether there will
be some sort of a transitional phase-in. With respect to the C-1 equity-linked issue, we met with the CLHIA Solvency
Committee on Monday and raised a number of questions, where we were asking them to help us research this stuff.
Basically, they want to look at it from two perspectives.

We are suggesting that the legal work be one aspect of the work and the other aspect should be what types of solutions
we can develop on this stuff, whether there are legislative changes required. We do not know where this is going to
go, but we are becoming more and more concerned from a risk-management perspective, as well.

Is it appropriate for companies to be using derivatives? Have they got derivative, best-practices policies in place? Do they
know what they are doing? Are they properly matching these risks? Are they truly passing the risk through to the
policyholder? So this issue is an important one and we are hoping that we can get some assistance in studying it.

Mr. Gene F. Dziadyk: Just a comment on Rodney Wilton’s problem with all those negative reserves, as I would
understand this, clearly there is a deferred-tax-liability issue there. Maybe I did not hear the comments from the front
here, but I would have thought it is the actuary’s job to value the policy liabilities. Putting that value into the policy
liabilities is going to increase those negative reserves toward zero, if not over zero.

So, once that is done, when the accountants start to muck around into the policy liabilities by putting up another
provision on the balance sheet, I think that the actuary should just wipe that out. I am not sure if that is what Rod
was referring to or not, but that puts the actuary in charge of the policy liabilities, exactly the same as with the realized,
deferred gains on the asset side.

The other thing that I wanted to mention was that I think that, in your slide on the branches, you had that question
of market value, book value. I think that you had that a little incorrect in one of the early slides. It is clear that the
assets should be valued in book value, the assets according to policy liabilities, because, of course, policy liabilities are
valued as the book value of the assets so that is what you want. You want market value in the excess assets.

Panelist McPherson: Yes, the IASC is moving towards fair-value accounting so I guess that it is question of: Do we make
a change now? Whatever we do change, it is unknown what is going to happen internationally so we have to make
those considerations, as well.

Unidentified Speaker: Well, the international ...(off mike...inaudible)... both being at market value.

Panelist McPherson: Fair value, yes.

Unidentified Speaker: Both being at fair value...
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Panelist McPherson: That is right.

Unidentified Speaker: ...the important thing is that we should not have a risk to that, like we have now.

Panelist McPherson: Yes, that is the key...

Unidentified Speaker: ...(off mike...inaudible)...

Panelist McPherson: Right.

Unidentified Speaker: ...(off mike...inaudible)...

Panelist McPherson: But we have to consider what is happening internationally in deciding which direction to change.

Unidentified Speaker: Internationally, we agreed that there should not be a risk to that. They should not say that they
...(off mike...inaudible)...

Panelist McPherson: Yeah.

As a regulator, considering what is most prudent for the protection of the policyholders, it might be the lower, book-
end market.

Mr. Charles F. Hill: It sounds like you are going to have an interesting three or five years ahead of you here, and I
am wondering about the process. What is sort of the preferred process from OSFI’s point of view on how we complain,
so to speak, about this?

...(laughter)...

Panelist McPherson: That you not do so.

...(laughter)...

Mr. Hill: In the case of the seg funds, you are working closely with the CIA in a special working group there and, in
another case, you are working with the CLHIA. Just help us to understand how you do that.

Panelist McPherson: In terms of process, the CLHIA Capital Adequacy Committee, we are working with both the CIA
and them. We sit on the Task Force for the Seg Funds. The issues are discussed with the CLHIA. We are encouraging
them to coordinate with the CIA so that everybody works together and helps each other and moves the issues along
more quickly.

Ms. Mary T. Grant: I was a little confused by your timing on the seg fund guarantees. You said that, by the end of
the summer, you will know whether you agree with the CIA task force, but that the guidelines will not be out until
the end of November. Will we get something by the end of the summer on what you want for the seg fund guarantees?

Panelist McPherson: Allan, did you want to say something?

Mr. Allan Brender: I think that what we have sort of said is that everyone knows, because most people have done all
of these calculations, you know the form of the task force’s assumptions. Assuming that we are happy with it, we may
not be happy with the factors and numbers completely. Okay, but assuming that we are basically happy, I think that
by the time we decide that we are comfortable, if there are any changes in numbers, it would just be changes in some
of those factors. It will be fairly easy to disseminate that and I think that those things would not have been done by
us, anyhow. They would have been done by the task force.

The worst thing that I think might happen, practically, is that we go to the task force and say: We want you to look
at a slightly different CTE or whatever. But the format of the thing, I think, everybody knows right now. If there are
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any numbers that would be changed, they would be numbers, in fact, that come from the task force so they are public,
in principle, anyhow. So, once we make up our minds that this is what we are comfortable with, including these certain
numbers, I think that the thing will be easily disseminated in the beginning of September.

As far as writing the actual guideline, it has to be put into our style. If you have seen what the CIA task force’s format
comes to, it is pages and pages, and it should not be surprising that it is going to take a while to get it integrated into
an MCCSR document. But you will know the details way before that. Is that fair?

Panelist McPherson: It may require, for companies with non-calendar-year-ends, that we get some sort of extension on
the filing for this year since we recognize that the guideline will be out later. I know that the industry has not been
happy with us getting the guideline out in January, for example...

...(laughter)...

...and I think that we made a non-written commitment to get it out in early fall in the past, and that has always been
our objective. We are telling you in advance that, unless you want to use the deterministic approach, we would like
to study this.

Any other questions? Sorry, Allan.

Mr. Brender: You should also remember that, in terms of early notice and what you are going to get, the task force is
also proposing to say that there is going to be a whole different approach to valuing seg funds, the stochastic approach.
So there is going to be a lot going on and there is going to be not only a revision of the MCCSR guideline, but there
will have to be an extensive revision, a lot of coordination between us and CLIFR, for example, in terms of our
memorandum to the AA, which comes out in the fall, and the CLIFR letter.

Also, getting all of this stuff coordinated and also taking into account the CIA’s timing, in terms of when it can get these
standards officially passed, folks, this is not going to be a simple matter, as some of these letters might, in fact, be delayed
just because of, for example, the CIA’s timeline. It is just a necessary fact.

Panelist McPherson: Thanks.

Mr. R. Allan Ireland: It seems like there is a lot going on with the MCCSR. Is this going to affect the scheduling of when
the MCCSR is required to be published in the Annual Statements?

Panelist McPherson: We do not have a requirement that it be published in the Annual Statements. OSFI does not require
that it be published in Annual Statements.

Any other questions? Thank you very much.

...(applause)....


