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Moderator Hugh G. White: Our first presenter is Jane Voll. Jane is the director of Policy and Research at the Insurance Bureau
of Canada (IBC), which is the trade association for the property and casualty (P&C) insurance industry in Canada. She joined
IBC seven years ago, and, since then, has worked with senior representatives of the industry on industry lobby efforts on
earthquake exposure, the industry tax burden, and regulatory harmonization. She is currently directing IBC’s campaign on
natural disaster reduction, rehabilitation, and health care, as well as helping to manage the industry’s partnership with the
University of Western Ontario through the Institute of Catastrophic Loss Reduction. Jane is involved in the Toronto economics
and social policy community. She lives in Toronto with her two sons. In her spare time, she plays road hockey.

Ms. Jane T. Voll: Thanks, Hugh. Hugh has asked me to speak about what IBC has done in the areas of risk management and
control, dynamic capital adequacy testing (DCAT), and standards of sound practice. So, I am going to do my best to tell you
about some of the things that we have been up to. How did IBC get involved? (We will start there.) Why do we care? What
have we done and what is on the horizon?

Going back to 1996, our member CEOs identified regulation as an industry priority. That was really the door opener for our
involvement in this area of DCAT and standards, and so forth. We had a small committee of CEOs that looked at regulation
from 1996 to 1997.

We decided that, if we try to do something in this area over the next three or four years, we should focus on two things: let
us try to promote a greater role for self-regulation, and let us try to make a few things more efficient and more harmonized.
Our board approved that strategy. It was under the “promote self-regulation” banner that we got into standards of sound
practice.

We took two years to do some work, and, in 1999, the Office of Superintendent of Financial Institutions (OSFI) released its
new supervisory framework. That was in dialogue with IBC and the industry, and Bernard will talk more about that. At IBC,
we did a study of current practices in the industry on risk management and control, and I will walk you through a few of the

1Ms. Voll, not enrolled in the Institute, is director, Policy and Research, Insurance Bureau of Canada.

2Mr. Falle, not enrolled in the Institute, is executive vice president and chief financial officer, Zurich Canada.
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findings there. The other thing that happened in 1999 was that we released the draft Standards of Sound Business and Financial
Practice for the industry.

When we picked up regulation as a project, we chose a few principles to guide our work. Three important ones are that we
recognized that regulation is an integral part in maintaining confidence in the financial system. We are never going to have
a day when there is absolutely no regulation of the financial services sector, and we accept that. We also believe that management
and boards have the primary responsibility for sound management of insurance companies, and that the risk of insolvency can
never be eliminated.

Why did our steering committee of CEOs decide to promote self-regulation? In short, we are picking up on two trends. One
is that there is a management trend, and Jim will probably talk more about that from Zurich’s perspective. Around the world,
audit has been moving more from the traditional “tick and bop” kind of audit into more of a risk management, control self-
assessment framework. Management is recognizing that it is in their business interests to undertake some greater risk
management for their own purposes. So, we picked up on that trend. There is a complimentary supervisory trend that is reflected
in OSFI’s new supervisory framework that is moving away from traditional supervision toward greater reliance on corporate
governance and the professionals, such as the actuarial and the accounting professions. With those two trends going on, the
industry thought it would be good to promote self-regulation for two reasons – greater management control and reduced
regulatory burden. Basically, if a company is taking more care of its own things, then the regulator doesn’t have to come in
as much and as often.

On the management trend, our study showed that about 80% of large- and medium-sized companies in the industry are familiar
with control self-assessment technologies. The following are just some landmarks on what has been happening on the
management side:

T ype  of Com pa ny V e ry Fa m ilia r S om e w ha t Fa m ilia r Not Fa m ilia r
La r ge 50% 33% 17%
M e d ium 57% 29% 0%
S m all 14% 29% 57%
Ca na di an 80% 0% 20%
Fo re i gn 40% 30% 20%
Br anch 0% 60% 40%

Familiarity with Risk and Control Self-Assessment among 
P&C Insurers

There are some major financial institution failures which have happened over the last five to six years. On the other side, you
see these developments in the audit world:

• Coso – a system of internal controls or control framework defined by the Committee of Sponsoring Organizations of the
Treadway Commission in the U.S.

• CoCo – a system of internal controls or control framework defined by the Canadian criteria of the Control Board of the Canadian
Institute of Chartered Accountants

• Cadbury – a system of internal controls or control framework defined by the Cadbury Commission in the U.K.

These are setting up standards of sound practice in risk management that have come into audit and financial management
thinking. As far as supervisory trends go, in the face of major failures, regulators realize they can’t prevent all problems and
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that directors and managers have responsibility; supervisors can’t make business decisions or shouldn’t; and governments just
don’t have the resources to check everything. There is a need to focus on risky behaviour and leave the other stuff to someone
else.

I would like to go back to the primary causes of insolvency. If you are putting the checks and balances of the ordinary functions
of business in the hands of business to check, then the regulator can come in and focus on the big ones, such as deficient loss
reserves or fraud – things that are more likely to drive a company under. Supervisory attention has changed to more reliance
on business strategy management and risk focus.

So, let us move on to the study that we released last year on risk management and control. What we did is to take a cross
section of P&C insurers and invite them into a pretty extensive survey of their current practices. Why did we do this? We knew
that the industry wanted to go further in this direction and we thought it would be good to have a snapshot of what their peers
were doing. We also wanted a benchmark for developing the standards of sound practice. Here are some of the findings. It didn’t
matter if you were large or small, foreign or Canadian, there were four basic underpinnings to risk management:

• You need to put someone on the hook. Someone has to be made responsible.

• Every company – it does not matter the size – has a process to identify and evaluate risks.

• All companies have some policies and procedures for managing their risks.

• All companies have a process to check that their policies and procedures are being followed.

I will go through each of these items and give you some of our findings. Who is ultimately accountable for your company’s
organizational and procedural controls? If you were to guess for your company, who would you say it was? The CEO, the
president, is mostly on the hook. What about board and home office involvement? It is “highly active” almost 50% of the time.
Is there a senior management forum charged with overseeing company risk? (Some of you may be participating in this sort
of thing in companies with which you are involved.) The answer is “yes,” 70% of the time. What we are hoping is that a company
could pick this up and say, “Oh, wow, 70% of companies have a forum for looking at risk. Do I, or do I not? Why? Why not?”

Consider identifying risks. Does your company have an active process for identifying threats to achieving the corporation’s
objectives? “Yes” was the answer for 80% of the companies; 5% didn’t know.

What is the situation regarding policies and procedures? In our study, 74% of the companies had established policies and
procedures for main areas of business – underwriting, pricing, claims, and loss reserving. That is good to know. They had a
whole bunch of people involved in developing and approving these procedures. At least 60% of the time, auditors are given
the mandate to check a company’s controls.

This next one is interesting. When we asked, “Are you satisfied with the reporting that you are getting? How good do you think
your controls are?” Only 40% were definitely satisfied; 50% said that this area needs work. So, while we have policies and
procedures and we have some checks and balances, half the industry isn’t really that sure that they are getting what they need
out of their control framework.

Another finding from the study was that insurers are paying more attention to risk management and control. This harks back
to when I mentioned that 70%, or more, of the industry is familiar with control self-assessment. We have 50% of the industry
with an active program of control self-assessment. That refers to putting the checking procedure for the question, “Are you
following policies and procedures?” right in the operating division. Have you provided resources? The answer was “no” 65%
of the time. Maybe they have the best of intentions, but they are not following through.

Of the companies that did not have a control self-assessment framework at the time of our study, 45% of them thought they
were likely to introduce one in the next five years. So, again, they are picking up that trend toward enterprise risk management
and control self-assessment.
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The third thing we found is that insurers consider themselves to be generally in control. We know what our risks are and we
are managing them. But can we prove it? In many cases, no, we can’t. In the area of capital management (and you think capital
management is very important), most of the industry has only informal policies and procedures. That might work if you see
the guy down the hall every day, and you look him in the eye and you say, “How’s our capital?” “Capital ratios are fine.” But
if you are audited or assessed, it is pretty hard to prove. Documentation matters for reliance purposes. We will hear from Bernard
that, with the supervisory framework, companies are going to be challenged to document their policies and procedures, perhaps
more so than they have up until now.

So, what did we find? Companies are moving more toward enterprise risk management, control self-assessment frameworks.
There is going to be a need for more documentation in some areas in the industry. Our members are not too thrilled with that.
But hand-in-hand with that is a desire to coordinate some of the things that they are doing for different purposes. If internal
risk management reports can do double duty as a supervisory report, maybe part of a DCAT, and maybe part of something
else, that would be great. We are not there yet, but that would be a preference.

I will switch over now to the Standards of Sound Business and Financial Practice. We were invited by OSFI to draft a set of
these. You might be familiar with them from the life industry. We thought they would be a good guideline to help companies
be able to demonstrate that they were in control. So, we formed a committee, headed by John O’Hoski of Citadel. This group
of people met lots of times, and we wrote our draft Standards of Sound Business and Financial Practice.

Basically, these standards set out what would be a good policy and procedure in each of these areas. For liability quality, they
say it is product design and pricing. If you have a good policy for product design and pricing, what would be in it? It describes
all of that. The idea behind the draft standards is that they comprise advice to boards of directors, and that not every company
would find each item is material to its operation. Like the life standards, we are expecting that if the standards of sound practice
become a regulatory requirement, there would be three parts to the showing of compliance. There would be an attestation, a
compliance table, and an action plan. For instance: “The board is satisfied that management has taken steps to ensure
compliance,” and the CEO signs off on that. In each area, are we in compliance? If not, do we have an action plan? I won’t
show a draft of an action plan, but that should be done next.

What is ahead on the horizon at IBC in this area? The Standards of Sound Business and Financial Practice were released in June
for comment. We received comments from the CIA, for example. But the standards are still not a regulation. They are being
used by the Superintendent, in some cases, in the evaluation of P&C insurers. P&C insurers are using them also as a guide
for checking whether their policies and procedures are in line, but these are not yet a regulatory requirement. That is on the
horizon.

Before we get to that point, a couple of things are going to happen. The Canadian Deposit Insurance Corporation (CDIC) will
release new Standards of Sound Business and Financial Practice for banks, which will link up better with the new supervisory
framework. Our intention is to take that revised CDIC model and modify the standards that we have drafted for P&C, do some
consultation with the provincial and federal Superintendents, and maybe they will become a regulatory requirement at that point.
It is interesting to hear that they are already being used in practice and as a guide, even as an IBC draft document.

The supervisory framework that Bernard will talk about has a few missing pieces in it. We have a regulatory committee that
will work with OSFI to develop some specific rating factors so that when they are doing a risk evaluation of a P&C insurer,
they will know how to weight certain things. There will be a bit of dialogue there.

Thirdly, it would be good from IBC’s perspective to try to coordinate some of these things. In other words, if you can show
that your company is in compliance with the standards, that should automatically score you some points in your risk assessment
under the supervisory framework. It would be even better if that satisfied your enterprise risk management goals and linked
into DCAT and other things that you are doing. I am hoping that we can make some progress there.

I look forward to your questions afterwards, and please help yourself to the literature at the back of the room.
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Moderator White: Our next presenter is Bernard Dupont from the Office of the Superintendent of Financial Institutions (OSFI).
Mr. Dupont has a bachelor’s degree in mathematics from the University of Montréal; he is a Fellow of the Casualty Actuarial
Society and a Fellow of the Canadian Institute. Bernard is also a member of the Committee on P&C Insurance Financial
Reporting of the Canadian Institute of Actuaries. He has been with the OSFI for 11 years, and is currently holding the position
of director of the Actuarial Specialist Group. He is responsible for the completion of the specific reviews of actuarial work carried
out for federally registered financial institutions, and also responsible for the development of the components of a sound
Canadian system of reliance on appointed actuaries in conjunction with the CIA.

Mr. Bernard Dupont: Thank you very much, Hugh. I also want to thank the CIA for providing OSFI with a chance to talk about
today’s subject. The items I want to talk about are OFSI’s supervisory framework, our new legislative compliance management
system (LCMS), and what the role of the appointed actuary should be in risk management.

It is OSFI’s mission to safeguard policyholders from any undue losses and it is specifically stated in legislation that the
Superintendent is required to be satisfied that the provisions of the Insurance Companies Act are being observed. But, as Jane
mentioned, at OSFI, we don’t have enough resources to be able to do all this alone. This is why we developed a reliance-based
approach that we have called the new supervisory framework.

I am going to describe the supervisory framework. It is important to understand that the framework is being applied to deposit-
taking institutions as well as to both life and P&C insurance companies. Now, OSFI’s supervisory efforts will be focussed on
materially high-risk activities. We are going to put more reliance on the board of directors and on the management of the
company. A couple of years ago, the way we would do an examination is that our supervisor would go on site and would look
at every aspect of the company, but they would not dig too deep. They would only do something very superficial, but would
look at every aspect of the company. Now, the idea is to identify three or four major risks before going into the company, and
then the supervisors will drill down on these risks once they are on site.

The process we have put in place is, first, to determine the company’s significant activities. For a P&C company, it could either
be the different lines of business, or, if you are a monoline writer, it could be underwriting, reinsurance, and stuff like that.
For each of these significant activities, you will first assess the inherent risk as low, moderate or high. The inherent risks are
credit risk, market risk, insurance risk, operational risk, liquidity risk, legal and regulatory risk, and strategic risk. For each
of the significant activities, we will evaluate the quality of the risk management as strong, acceptable, or weak. The categories
of risk management are operational management, financial analysis, compliance, internal audit, risk management, and senior
management and board oversight.

When we are talking about risk management, this is mainly where the new standards of sound business practice from IBC could
help us. We could easily use what would be a by-product of that – we could use the Program for Assessment of Regulatory
Compliance (PARC). We could use that and we could make sure that the company is managing their risk correctly. We would
not have to do a very thorough analysis of some aspects of the company. We would be relying on the management of the
company for that.

For each of these significant risks, you want to determine the net risk. The net risk is just the inherent risk, mitigated by the
risk management. You would also determine the direction of these risks. The last step would be to determine an overall rating
of those net risks and also determine a composite rating. The overall rating is just taking the net risks and weighting them
by how important the different activities are, ending up with your overall risk. You take this, and you take into consideration
the capital and surplus of the company, and also the earnings (the earnings could be stable, decreasing, or increasing), and
taking everything into consideration, you arrive at your composite rating.

Now, I am going to talk about the legislative compliance management system. If you remember, one of the management
subsections was compliance. By developing this, the company will do part of the work that the supervisors had to do in the
past. When they arrive in the company, part of the job is already done, and so they can really focus where the risks are. We
issued a guideline a month ago and it provided guidance to federally registered financial institutions regarding their governing
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statutes, and conveyed OSFI’s general expectation regarding compliance. OSFI expects that the boards of directors will take
steps to approve and implement the LCMS. This has to be implemented by year-end 2000.

OSFI expects that each federally registered financial institution will establish a system that is relevant to its particular
circumstances. OSFI will not specify the nature or type of LCMS that a company should have in place. We are trying to give
some freedom to companies. At the minimum, the compliance system must contain an annual report to the board; it must
have a head of compliance responsible for legislative compliance; you must have regular reviews of your LCMS done by
management; and we will also be asking for an independent review of the LCMS. I am looking forward to how institutions will
react to that.

What is the role of the appointed actuary in risk management? His of her first and most important role is to prepare a DCAT
report. We, at OSFI, believe that it is a very powerful management tool. The only problem is that we are not sure that this
is the way the management of the companies are seeing it. We are hearing day after day that companies are pointing at us and
asking, “Are you going to ask for DCAT year after year? This is totally useless. We are not using this.” Most companies believe
it is just another regulatory requirement that is useless. We also believe the appointed actuary should spend more time with
management explaining the results of DCAT. Appointed actuaries are telling us, “This year, the board of directors doubled the
time I could spend with them, and so it was at least four minutes.” We hope we will not see that in the future.

We believe there should be communication between the actuary and the risk manager within the company. If PARC comes into
effect and if the LCMS is implemented, we hope that actuaries will talk to the risk managers and find out how they manage
those risks, and vice versa. We are hoping that the risk managers will be talking to the actuaries. If they are saying that they
are in compliance with everything, but the actuary is saying, “Well, no we would not pass the test if such and such a scenario
happened,” then somebody somewhere didn’t do a good job.

So, I am here complaining a little bit about what the industry is doing with DCAT, but what are we doing at OSFI with those
DCATs? Are we doing much better than the industry? Well, at least in talking to our relationship managers or our supervisors,
they are telling me they believe it is a very good supervisory tool. They seem to be using it quite extensively. The only problem
I had is that, when I asked them individually how they were using it, I had all sorts of answers. Some were saying, “I use it
to assess operational risk.” Some others were saying, “I consider it a significant activity of the company.” We at OSFI do not
seem to have a consistent view of DCAT.

To conclude my presentation, I would like to raise a couple of questions. First, how can DCATs become better management
tools? If managers of companies are telling us that DCATs are useless, what is the problem? Is it because they don’t know
how to use it? Is it because actuaries only did it because they thought it was a supervisory requirement, and it wasn’t addressed
to management? Is it because management is reluctant to use anything coming from appointed actuaries? It is hard to know,
but if they are telling us this, there must be a problem somewhere. The problem might also be that DCATs are not fulfilling
their expectations; therefore, how can we improve those DCATs? Did the CIA go the wrong way by having those standards
and are they not asking for the right tool? We don’t know. Also, what should be the role of the actuary in PARC and in LCMS?

I was talking to Allan Brender, our senior director, the other day, and he said, “When we started working on DCAT and having
the standards of practice in place, we thought that the appointed actuary would be the ultimate risk manager in the company.
We thought the appointed actuary would have a very important role in the company.” When you read the standards of sound
business that Jane was talking about, I think the word “appointed actuary” appears twice and I don’t think we really talk about
DCAT in this. But this is a document talking about risk. I don’t know how we can reconcile both, but I think DCAT should
have a bigger role.

Should the actuary be aware that there is a PARC being done in his company? I know that, for many life companies, we had
actuaries telling us, “I didn’t even know we were filing this with OSFI.” Should we ask the company to provide a copy to the
actuary? Should we ask the actuary to participate in the development of this product? Should we ask the actuary to sign these?
I don’t know how far we have to go, but I think the actuary has to be involved.
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Finally, how can OSFI make better use of the DCAT? We believe that it is a very powerful tool, but I am not sure we are using
it to its fullest extent. When I was talking to people within OSFI, I was asking, “How can we make better use of DCAT?” No
one knew exactly what to do with these reports. I think our supervisory framework should make better use of DCAT because
they are trying to achieve the same goal. The way the supervisory framework is written, it doesn’t link both to a great extent.

These are questions that I hope actuaries will ask themselves in the future.

Moderator White: Thanks, Bernard. Our third speaker is Jim Falle. Jim is the executive vice-president and chief financial officer
for Zurich Canada, which covers both non-life and life operations. In addition to his CFO responsibilities, he is also the chief
risk officer, and, in that capacity, oversees property and casualty actuarial, life insurance actuarial, risk management, and
reinsurance activities at Zurich Canada. Prior to joining Zurich in 1997, Jim worked in the banking and capital markets areas
as CFO of the Bank of America, Canada, from 1993 to 1997 and the Paribas Bank of Canada from 1987 to 1993. During his
banking career, Jim was quite active in the Canadian Banker’s Association, where he served on the Financial Affairs Committee
from 1993 to 1997 and on the Chief Accountant’s Committee from 1987 to 1993. He presently serves the P&C industry in
a similar capacity as a member of the Financial Affairs Committee of the Insurance Bureau of Canada. Jim is a chartered
accountant and has articled with Thorne Ernst and Whinney. While in public practice, he provided auditing, consulting, and
forensic services to clients, primarily in the financial services sector. So, now we are going to hear management’s view.

Mr. James B. Falle: Thanks, Hugh. I am going to take a little bit of a different approach to things in that a lot of my comments
are going to be more qualitative than quantitative. What I would like to talk about focusses on the creation of shareholder value.
One of the things we have to keep in mind is that, when we are talking about the creation of shareholder value, it is all about
the exchange between risk and return. But we are not the determinants of the balance between risk and return. It is really viewed
from the shareholder’s perspective because shareholders have the ultimate decision of whether to invest or not when it comes
down to the balance of that equation. What we are going to do is talk very briefly about what shareholder value is, talk about
an approach to measuring the creation of shareholder value, look at some of the drivers of shareholder value and risks within
our business, and look at some non-financial measures that matter.

I will warn you now that this is not my stuff; I stole it from Ernst and Young; and I will tell you a little more about that when
we get to it. Towards the end, I will show you a framework where we can try and pull all this stuff together as an approach
to risk management – to help you identify, define, assess, and measure it, and, most importantly (and this is the part where
a lot of organizations fall down), manage, control, monitor, and report as you go forward.

There are really three ways that you can create shareholder value. One is to grow profitable revenue; another is to have effective
expense reduction. The emphasis here is on effective because, believe it or not, expense reduction can destroy shareholder value.
When in doubt, and when you can’t do either of the other two, the best thing you can do for shareholders is to give them back
the capital. That is also something that, quite often, a lot of organizations don’t do.

When we look at the creation of shareholder value – and, again, this is from shareholders’ expectations – the best way to express
that is to say that “hurdle” represents the shareholders’ minimum return that they are expecting. This is different from the
weighted average cost of capital. Most organizations should know what their weighted average cost of capital is, but that might
not necessarily be the shareholders’ expectations. The simplest way that I can explain the creation of shareholder value is that
just meeting that expectation doesn’t create value; you are merely maintaining it. To create shareholder value, you actually
have to exceed the expectations.

One of the real tests in any organization is trying to explain the concept of shareholder value to folks in the line – the people
who do transactions every single day. One concept that often has a lot of people confused is the fact that every activity,
everything that a company does, either creates or destroys shareholder value. That does not mean that everything you do has
to create shareholder value; it means that, on balance, you must do enough things that create value for the shareholder. But
there are lots of things that are necessary in running an organization effectively that don’t, in and of themselves, directly create
shareholder value. A lot of that is the governance activities. Things like compliance, internal audit, regulatory reporting, and
home office reporting are all necessary in the fabric of an organization, but they do not necessarily create shareholder value.
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To be a little more specific, there is an outfit called Stern Stewart, that claims to have invented economic value added (EVA).
They have some wonderful stuff on the measurement of profits and the creation of shareholder value. There are many other
organizations that have similar concepts – LEK is one; Marakon Associates is another. But something that is uniform in all
their definitions is, if you take a look at what EVA is, it is the difference between your earnings and the dollar cost of the capital
that you have invested.

There are different approaches to measuring earnings. You can start with your statutory earnings and you can adjust them. There
are different approaches that increase the precision of management. What we are trying to do here is to measure the results
of the organization with regard to the creation of value for the shareholder. A little more specifically on the formula, EVA can
be expressed in several different ways. It is earnings minus an equity capital charge. Generally, what most organizations do
is to tie that equity capital charge to risk-based capital, and so now you are bringing the element of risk into the calculation.
It allows you to measure your profitability from a risk perspective.

Let us take a look at what the industry has done. These statistics were taken from the Canadian Insurance Magazine, and if
you look at the return on equity (ROE) for the Canadian P&C industry for 1999, 1998, and 1997, the ROEs were 6.6%, 8.3%
and 12.7%. Someone much smarter than I am (I was at a conference about a week ago) worked out that the weighted average
cost of capital for the industry is approximately 9.6%. If you use that as a proxy of the creation of shareholder value, it would
indicate that the industry, as a whole, destroyed shareholder value, certainly in 1999 and in 1998.

Another very telling statistic is if you look at the percentage of profitability that came from favourable development and capital
gains, you will see that a large amount of shareholder value that was created was, perhaps, created by things other than actions
of management. In fact – again, from attending a conference a week ago – Paul Kovacs was telling us that the average return
on equity for the industry in the last 10 years was around 10%. If the weighted average cost of capital was hovering around
9.6%, one also has to wonder how much value has been created for the shareholder over that period of time.

Now, there are some biases inherent in generally accepted accounting principles (GAAP). This is the reason that organizations
amend their statutory results in measuring shareholder value and the creation of it. There are a couple on which I want to
comment specifically. One of the things is that it really does seduce people into thinking that growing revenues is the cure
for all ills. In the organization for which I work, we believe in the revenue fairy – miraculously, revenue will descend from on
high and then, all of a sudden, we will not have an expense problem. I don’t think we are that unique. One of the most important
things is that GAAP, by any measure, whether they be IAS (international accounting standards), Canadian GAAP, or U.S. GAAP,
do not bring the inherent cost of capital into the calculation.

When you look at an EVA calculation, you really do combine all elements of profit, risk, the cost of capital, and the effective
use of capital. This is all tied into one measure. It gives you a single monetary measure that can be linked to the creation of
shareholder value. Generally, it is pretty easy to understand. You try to keep these concepts as easy to understand as possible
because the people in the front lines, who are actually engaged in your business, need to understand how they drive and affect
us. It also greatly improves the quality of decision-making because it brings all these factors together.

We are talking about EVA and the creation of shareholder value, and, for those of you on the life side, this will not be any great
news because, essentially, this is what embedded value is all about. One of the interesting things to see is with the demutualized
companies. When their annual reports came out this year, I believe two or three of them actually had comments on their
embedded values. When we look at the creation of shareholder value, this is really the way the non-life organizations can join
our life brethren. Essentially, EVA as a methodology to calculate earnings is recognized as a world-class best practice by many
analysts around the world. Some world-class companies, not just in financial services, are using them as well.

When you think about our industry and you think about the property and casualty industry specifically, on the face of it, how
difficult can it be? There are five major areas: premiums, losses, expenses, investment income, and capital. So, conceptually,
there are, maybe, five buttons to push when you are looking at the organization. But if you start looking at some of the
components of each of these categories, that is where you lose a bit of sleep at night. When you look at this list and you look
at premiums, you have pricing, product mix, retention, and new business. One very telling question, especially in today’s



9From PARC to DCAT to Value-Added Risk Management (PD #21)

Proceedings of the Canadian Institute of Actuaries, Vol. XXXI, No. 2, June 2000

market, is, “Of all of the things on this list, what can you control in your marketplace?” Probably the answer is that the only
one you can control with any degree of direction is product mix. You can calculate what the prices ought to be, but the market
is going to drive what the prices are. You have to make a management decision at that point as to whether you play or do not
play in that marketplace. Certainly, all of us in the industry have seen some very silly things happening, specifically on
commercial mid-market where pricing is absolutely ludicrous. At the end of the day, you have to make the decision: Do you
play or do you not play?

The other thing that is interesting about premium (back to the revenue fairy for a moment) is that I would hazard a guess
that, if you had a survey of CFOs at the beginning of 1999 and asked them if they had planned a greater than 10% revenue
increase, the vast majority would say “yes.” In fact, last year, the industry, I believe, only grew about 3%. So, somewhere,
somehow, we are missing the boat on this.

With losses, there are some aspects that we can control. What is interesting is that if we look at results on a calendar-year
basis, in 1999, favourable development accounted for 3.6% of the loss ratio. Consequently, when we are looking at how profitable
the industry is, especially in this area, you really do have to look at it not on a calendar-year basis, but on an accident-year
basis.

There are some things that impact our business over which we do not have direct control – changes in legislation, rulings that
come out of the courts, and catastrophes. These are things for which we plan and take reserves, but we have no control over
whether they happen or not.

I would like to spend a bit of time on expenses. This is not an industry, in the P&C world, where we understand what it costs
to do anything. We know what it should cost, and lots of folks in actuarial science – in the “black art,” so to speak – can work
out what your expense ratios ought to be. I just attended an industry round table last week, which was sponsored by the Royal
Bank. As we went around the table (and these were the CFOs and the CEOs of some of the major insurance companies), the
general consensus was that we do not understand anything about our expense base. We don’t know what it costs to manufacture
our product or distribute our product. Theoretically, we know what it should cost, but we are really lacking in knowledge about
what it does cost us.

One of the things that is a risk for us who play in this market now, is economies of scale. The Canadian market is a very small
market. To put it in perspective, the population of Canada is about equal to the State of California. We have an industry that
is about 21 or 22 billion dollars in premium. To give you some indication of scale, we have a subsidiary in the US called
“Farmers” that, last year, processed 11.5 billion dollars US in personal home and auto premiums. That exceeds 100% of the
Canadian personal lines market. One of the threats to players in the market here in Canada is that, if folks can bring that kind
of global scale and efficiency to bear in this market, there will be even further pressures on us as we try to manage our expenses.
By the way, they did that at about a 7% expense ratio.

Investment income is an area where, having joined this industry, I guess I have been a little surprised at the lack of precision
in the measurement of risk – not only in my own company, but also as I talk to some of my peers around the industry. In
the calculation of earnings at risk, the precise calculation of volatility, all of us benchmark the performance of our investment
portfolio to either the Toronto Stock Exchange (TSE) 300 or some kind of a bond index. But how many organizations actually
measure tracking error and things of that nature? This is where we, as an industry, need to become a little bit more precise
in our measurement. We have to be able to answer questions just as basic as: “If you have a 50 basis points change or increase
in the interest rate, what happens to the valuation of your bond portfolio?” You would be very surprised at the number of
companies that can’t answer that question. I think some of it is because we are trapped in generally accepted accounting
principles where you only take realized gains. In reality, when you are managing for shareholder value, you ought to be looking
at everything on a market-to-market basis.

From a capital perspective, risk-based capital and risk-based capital models are really something that, for most organizations,
are an absolute must. But one of the things I have learned as I go through this is that a lot of models don’t take all the risks
of our business into account – underwriting risk, certainly; catastrophe risk, certainly; counterparty risk for reinsurers, certainly.
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But we also need to make sure that risk-based models take into account such things as credit risk inherent and investment
risk inherent in our investment portfolio.

One of the things we use at Zurich is EVA to assess whether or not we are going to invest additional capital in a particular
venture. Right now, our own weighted cost of capital is about 9.8%. Our hurdle rate, or our shareholder expectation, is 11.5%.
But if you were to ask yourself which rate we use when we are trying to assess new capital investment, the answer is neither
of those two. The answer is 15%. The reason we have such a high rate is that capital is at a premium in our organization, and,
generally, we want to increase shareholder value. So, if all we are doing is aspiring to that shareholder expectation, we are not
recognizing the rareness of the capital itself and we are also not making any progress to grow our earnings.

This next slide is a kind of fun chart for you guys to play with if you get a chance.
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If you take market opportunities, products, etc., and plot them on a graph (and this does not have to be overly scientific) as
to whether they are attractive or unattractive, and whether you have an advantaged or disadvantaged market position, you can
basically surprise everybody and draw that red line. I would argue that with anything below that red line, you are more than
likely destroying shareholder value.

Now, I would like to turn to my area of thievery. This is unabashedly stolen from Ernst and Young. They have a wonderful
publication called Measures that Matter. This is some material that Neal Oswald in the risk management practice of Ernst and
Young put together. One of the things that a lot of organizations do not explicitly evaluate is the quality of their management
– both with the execution of corporate strategy, the quality of the strategy, and management experience. We are talking here
about “execution.” There are lots of organizations, my own included, that put wonderful strategic plans together, but when it
comes to execution, that is where the rubber hits the road.

Now, this is an interesting quote from a gentleman named Ron Dembo. Ron Dembo is the head of Algorithmics. This company
basically puts financial models together and sells them. This is quite a telling quote. He says, “Lots of people think about risks
in terms of probabilities. But probability is a way of analyzing events that occur many times. Most business decisions are one-
time events. Thinking about probability doesn’t help much with those decisions. Instead, you should think about what you
would regret.”
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There is also a wonderful quote about strategic planning that I took from a book called The Value Imperative, and this goes
back to the revenue fairy phenomenon. “The great majority of strategic plans contain financial forecasts that, with their well-
known ‘hockey stick’ profiles of ever-higher market share and return on investment implicitly assume only the most docile and
congenial of competitors. These forecasts are based on the denial of the forces of competition. Many managers assume that
competitors will not match their cost reductions, capacity additions, or produce innovations; or competitors’ currently
‘irrational’ pricing behavior will not last; or business is so bad that one or more competitors will surely exit and suddenly allow
the survivors to begin earning decent returns again.” I think, certainly, we have been hearing about consolidation and a few
other things in the industry for quite some time.

Consider the effectiveness of new product development. You do not have to be a product leader in this market, but you pretty
much have to be a fast follower. What is interesting about our industry is that a lot of our products have probably not changed
in 20 or 30 plus years. How we deliver them to the market has changed, but the products themselves have not changed.
Regarding the strength of market position and your “innovativeness,” today’s market is a very “commodisized” market. Brand
is going to be the key to the success of your organization, especially when you are dealing in multiple channels down the road.

One area to which everybody pays good lip service, but, consequently, not enough organizations make the investment in, is
the idea of corporate culture or your employee work force. It really is the only way you distinguish yourself from the next person.
As it pertains to shareholder value, you essentially have employee satisfaction, which definitely drives customer satisfaction,
which drives shareholder value, which is going to help you have very satisfied shareholders.

I am going to talk a little bit now about the alignment of compensation. This is always a weird item that raises a lot of questions
and eyebrows when we take a look at it. But the alignment of compensation of your executive team with shareholder interests
is very key. Going back to the idea that the industry has basically destroyed value over the last three years, I am pretty sure
that we have paid some pretty good bonuses in those years. Why should executive variable compensation, or incentive
compensation, be paid out when, in fact, we are destroying shareholder value? That is something at which a lot of organizations
have to take a look. It shows the power of EVA and those types of things in aligning the shareholder’s interest.

Quality of communications is something that sounds warm and fuzzy, but I can tell you a not-so-wonderful story about what
happened at Zurich. We did not have very good stakeholder communications awhile back. We had cancelled a number of brokers
that were not profitable, but, lo and behold, at the same time, we launched our direct strategy – and chose not to explain it
very well to the brokers. What the brokers took from that was, “Zurich hates brokers. They dumped a whole bunch of these
guys and now they are going direct.” What basically happened was that there was something like 170 million dollars of very
profitable business that we lost as a result of extremely poor communication.

Quality of product and quality of services are important things. The big question we have is, how do you product-differentiate
in a market that is becoming more and more “commodisized”? Something at which every organization ought to take a look,
especially in light of the Internet, is the quality of your business process. If you take an old business process and new technology,
what you end up with is an expensive old business process. Another way I would say it is that you probably get your customers
to the point of frustration a lot faster these days with the Internet than you ever did before. But if you took a new and efficient
business process with your existing technology, you would get a better solution. This is really a message for all of us as we
head into the new economy, the new world, etc. If we are really going to win and make it work in this industry, we have to
change the business processes which, I am sure, haven’t changed in 20 or 30 years (some of them), and combine them with
the new technology to get world-class results.

A lot of organizations do measure customer satisfaction levels. On the claims side, we are measuring it in Ontario, certainly.
But when you do customer surveys, quite often you survey the customers that you have. What you should do is survey the
customers that you have, survey the customers that you have lost, and survey the ones that you never got in the first place.
That is really the best way to determine whether or not you are hitting the mark.

Now, just to close out, I would like to talk about these things at which you would normally take a look in a strength, weakness,
opportunity, and threat (SWOT) analysis as part of your strategic plan. How can you pull this all together in a manner that
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makes sense? Really, what you are trying to do here is identify and define what the risks are, assess and measure them, and
then, ultimately, manage, control, monitor, and report them. What we do at Zurich is something called “Zurich hazard analysis.”
It is a methodology to identify the risks facing the organization, and it is a key part of the strategic planning process. What
we are trying to do is to get management consensus as to what those risks are and how we evaluate them. These are just examples
that I have pulled out of thin air, not necessarily ours.
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Exercise to Assess and Measure Risk

On the right-hand side, we have listed some of the risks that are facing the organization, and then, just on this matrix, tried
to identify the impact. Is it low, moderate, high, or very high? What is the probability of it happening? This is not meant to
be statistical probability, but, generally, in the overall scheme of things, is it low, moderate, high, or very high? What we do
at the end is that we actually identify these things and document them. What is the event? What is the probability? What is
the impact? What is the recommended action plan?

When you identify a risk, there are several things that you can do. You can accept it, avoid it, transfer it, or mitigate it. You
have to indicate what the action plan is and you have to describe what the action is after that. This provides us with
documentation that pulls everything together, provides the action plan, and gives us an opportunity to update this at least on
a quarterly basis, but I would suggest that you do it on a monthly basis, or as often as the risks change.

Moderator White: Thank you, Jim. My role in today’s activities is to try to bring some of this together. My name is Hugh
White. I spent a few years working for an insurance company, and a few months working for Eckler Partners.

To begin with, risk management exists in a continuum, as I think our three previous presenters have indicated. Disaster
avoidance is what we actuaries tend to look at in the context of DCAT. Not many other people in company management spend
a lot of time on that. They think about risk in the context of countering threats to meeting company objectives. This is the
more conventional view of risk management. Performance improvement, on the other hand, is a constructive way of looking
at the opportunities that are presented by risk. The optimal way of dealing with this is to manage, observe, and control risk
so that you can have sustained superior performance.



1 3From PARC to DCAT to Value-Added Risk Management (PD #21)

Proceedings of the Canadian Institute of Actuaries, Vol. XXXI, No. 2, June 2000

In the supervisory context for dealing with risk, which Bernard helped explain, traditional approaches to supervision do not
work as well as they used to. They are more costly. The supervisor used to take a “from on top” view and work down. Supervisors
also recognize that taking more risk produces a better use for society of the resources that are available, provided that the
supervision that is put in place and the risk management that is in place operates with better techniques and more expertise.
There is a supervisory theme, as well, to what we have been talking about today, and that is that policies are key. You cannot
wing it. These policies are the skeletons on which the flesh of the organization performs. Companies have already identified
most of the management levers, but self-assessment is “in.” Supervisors cannot do it all. We are talking about the strategic
framework and the legislative compliance management system. Supervisory resources are limited. I think I am putting words
in Bernard’s and OSFI’s mouths, but it is a free country. You can manage your risks as you like, but you had better watch out
because the standards have to be utilized in a way that addresses the supervisory framework; otherwise, you are going to end
up bearing an unintended, heavy, supervisory burden. But, it is management’s prerogative.

Jim spent a good deal of useful time talking about management’s priorities. In the real world, owners are not merely interested
in bankruptcy avoidance. They want to construct shareholder value. They want a suitable return for the resources that they
are committing. For better or worse, risk attracts or requires capital, and so return on the capital that is attracted is critical.
Performance management requires both risk management and capital management.

Let us see if we can close the loop. The non-financial measures that I am now stealing from Jim, who stole them from Ernst
and Young, map to the supervisory framework. You can find most of the elements of risk management that are in that framework
in Jim’s non-financial measures. On the supervisory framework slides that you have seen, there is a concept of low net risk.
Low net risk can, if you are looking for it, mean high reward opportunities. You have a situation where you, in effect, put the
organization in harm’s way and then protect it. The other way that you can deal with low net risk is to simply not expose yourself.
Where you can manage low net risk, you have high reward. Understanding risk can provide management with the courage to
act. Returns in this business, as Jim pointed out, are extremely low by the standards of growing and enterprising businesses
elsewhere in the economy. It is regrettable, I think, but true that the smartest people in this industry are not the bravest.
Analysis can help give management the courage to act.

So, where does DCAT fit? DCAT is the “oh my god” part of dynamic financial analysis (DFA). DFA is about impact in the
risk assessment process. Remember the slide that Jim had on probability and impact. DFA is a lot about impact. In the context
of the process that Jim was discussing and with which I have some passing familiarity, the actual sophisticated attempt to
calculate impact is not the way that process is intended to be used. But there is a place for that kind of work and that kind
of contribution by actuaries.

Benign scenarios in DCAT are where low net risk equals business opportunity. We are all familiar with DCAT benign scenarios.
It is hoped that not all our clients have nothing but disaster scenarios. Benign scenarios signal business opportunity. You could
put yourself in harm’s way and it may not be that bad. If you can explain it to your management satisfactorily, they can, in
fact, have the courage to act.

Sub-DCATs speak a little to Bernard’s issue of “how can they be used?” How can management genuinely use them as a tool
of just saying, “I know what would happen if I fail to buy enough reinsurance and we had an earthquake, a 250-year event”?
In fact, when the time comes to begin allocating within the objective of getting proper EVA, allocating capital to various
initiatives that organizations can undertake, the performance of DCATs on subsets of the organization’s business can provide
you with genuine, useful management information. These can be oriented around performance management and performance
improvement, both on growth, and, as Jim as pointed out, retrenchment.

Regarding Bernard’s questions, the Institute, in my view, is the part of the stakeholders of this whole process who have to provide
the opportunity, by using different standards, to improve the usefulness of DCAT. This is through the guidance and the
standards that are there for appointed actuaries to use. The reports themselves are, of course, the responsibility of the appointed
actuaries who produce them. If “bare bones” is what is done, then management will not benefit to the same degree that it will
if there is more meat on the bones.
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Regarding OSFI’s better use of DCATs, we heard a little about how they use them. Maybe a little more direction from the senior
management of OSFI about ways that they would like to see them used might be handy, but that is a personal view. How
actuaries would involve themselves in the legislative compliance management part of this is a question that I do not have a
clue about how to answer.

There may be a moment or two if you wish to ask questions or make comments. Since there are none, I thank you all for coming.


