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Séance plénière #30 : BSIF

Moderator / Animateur: David R. Dickson

Panelist / Invité Allan Brender

Moderator David R. Dickson: Good morning. Did everybody enjoy the reception and show last night?

...(Applause)...

I have got a few brief announcements before I introduce Allan. Workshop 49 does qualify for PD credits, contrary to
what is shown in the program, it does qualify for PD credits.

A reminder that at twelve o’clock today there is a wine and cheese and that is open to everyone. It is sponsored by
Manulife and it is to promote volunteerism within the CIA so we would ask you to attend.

The last announcement is that, in the Globe and Mail today one of our esteemed members, Fred Thompson, has an article
talking about term-to-100 business. It is a summary of the article that was in the Bulletin.

The first time I met Allan Brender, he was a professor at the University of Waterloo and then, after that, he went on
to Mercer’s as a consultant. As of March 1st, he is a Senior Director, in the Actuarial Division, at OSFI. Allan has served
as a Vice-President of the CIA and is currently a member of the Board of Governors of the Society of Actuaries. He has
also been very active in the development of MCCSR and DCAT. Allan.

Panelist Allan Brender: Good morning. Because I did not get my shoes shined, I am going to stay behind the podium.

...(laughter)...

I am particularly pleased to be able to speak here this morning since one of my main responsibilities in my new job
is to oversee OSFI’s relationship with the CIA. OSFI’s structure has changed over the years and I think that, before going
on with my main subject matter, it would be useful to briefly review our current structure. As you know, the office is
headed by the Superintendent, John Palmer, and the Deputy Superintendent, Nick Le Pan. Administratively, the office
is divided into four sectors, each headed by an assistant superintendent, one of whom is an actuary.

The supervision sector is the one responsible for continuing oversight of all federally regulated financial institutions
(FRFI). OSFI people usually say FRFIs, as if we do not have enough acronyms. The regulation sector is responsible for
registration and approvals and for legislation and precedence. There is a third sector, Corporate Services, which is
basically our housekeeping sector. The last sector is called the Specialist-Support Sector. This is composed of eight
divisions, each of which consists of technical specialists, whose task it is to provide expertise and support, particularly
to the supervisory and regulation sectors.

The actuarial division, of which I am now the head, is concerned solely with financial institutions. This means that there
are many actuaries in OSFI who are not in our division. For example, they are involved in the supervision of federally
regulated pension plans or are members of the office of the Chief Actuary, who is responsible for the Canada Pension
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Plan and for government pension and benefit plans. There are also a number of actuaries in the supervision sector, who
work closely with our division, but are not part of it.

Now, as you know, OSFI supervises both insurance companies and deposit-taking institutions so we are an integrated
supervisor, one of the first of its kind in the world. However, OSFI is primarily organized, not by industry or type of
institution, but by function. Now, this is the way to go in a world where we are seeing a rapid convergence of all types
of financial institutions to similar forms, with overlapping functions.

The challenge is to find regulatory and supervisory approaches that apply equally well to all types of institutions. An
important step in this direction was taken in 1999 with the development of OSFI’s supervisory framework, a document
that I urge you to look at. This sets out our basic approach to supervision. Under the framework, supervision is focussed
on risk analysis, measurement and control.

The first step is to assess the risk inherent in an institution’s business activities. This is followed by an assessment of the
quality of the institution’s risk management and its ability to mitigate the inherent risk. The net risk is the institution’s
exposure to risk, after risk management is applied.

Now, we are developing, as part of this supervisory framework, a system to rate net risk and this will be represented
through a risk matrix and an overall risk rating. The risk rating will be used to determine the degree of supervision
applied to a particular institution so, colloquially, the better you are or the better your rating score is, the less we will
bother you. This move away from the traditional supervisory style of adherence to a set of formal rules and procedures
and towards a risk-based approach is really revolutionary. It shifts the emphasis from tight, regulatory control to reliance
on the institution’s sound management and self-regulation. In adopting this new approach to supervision, OSFI is heavily
relying on the best efforts of institutions, boards of directors, senior management, risk managers, internal and external
auditors, and appointed actuaries.

As you are, of course, aware, the appointed actuary has been granted a significant array of powers and responsibilities
under our insurance legislation. With these developments, the regulatory stance has shifted from strict control of actuarial
methods and assumptions to reliance on the actuarial profession.

The first significant change came in 1978, with the introduction of the valuation actuary, who was granted the authority
to select all valuation assumptions and methods, subject to the standards of practice of the CIA. The changes of 1992,
that created the appointed actuary, were more dramatic.

Section 369 of the Insurance Companies Act, which is the one that says that you should report to the Superintendent
if there are any difficulties, and so on, specifically links the appointed actuary’s role to that of the Superintendent, and
provides a stronger basis for OSFI’s reliance on the appointed actuary.

I think I can safely say that both OSFI and the CIA preferred the appointed actuary system to anything that we have
had before. Our implementation of this system is in many ways a model for the rest of the world, and is much discussed
and admired beyond the borders of Canada. I can say, from having spoken in a number of countries about this system,
that that is really quite true.

But we must keep things in perspective. When it comes to the health of our financial institutions and our financial system,
in the event that problems occur, the superintendent is more likely to be in the line of fire than is the CIA and possibly
even the appointed actuary.

It follows that the superintendent needs to remain comfortable with his stance of reliance on our profession and that he
and OSFI, as his agent, need to be comfortable that appointed actuaries are meeting their responsibilities in accordance
with sound professional standards.
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It should be clearly understood that OSFI does not want to set actuarial standards or practices. We prefer that this is
done by the CIA. We want to continue working with the Institute to ensure that professional standards are developed
and followed so as to meet the needs of all concerned parties, policyholders, investors, the industry, the profession and
OSFI.

But sometimes things do bog down. The Institute’s internal processes can move very slowly, at times much too slowly.
I am sure that you will recognize that this has happened with respect to the development of consolidated standards of
practice and the introduction of a system of independent peer review of the work of appointed actuaries. At such times,
OSFI is forced to prod the CIA into taking action. It is not something that we want to do, but rather something that,
we feel, must be done to ensure the effective operation of the system.

But why are we so concerned in particular about CSOP and peer review? Well, ever since the introduction of the
valuation actuary’s right to select appropriate valuation assumptions, a continuing topic of discussion within this Institute
has been the wide variation and practices among actuaries and the need “to narrow the range”. This discussion predates
the formation of OSFI and predates the introduction of the role of the appointed actuary.

Simply put, we need tighter standards to narrow the range and peer review to improve practice and develop a stronger
consensus among appointed actuaries on the interpretation and implementation of standards. Last year, the Office made
use of powers granted to it under Section 365.1 – I hate to sound United States and quote numbers – but, under Section
365.1 of the Insurance Companies Act, we commissioned independent, actuarial reviews of the actuarial reports of ten
insurance companies (i.e., seven Life companies and three P&C companies).

We believe that this was a successful experience, particularly for some of the companies involved. We intend to share
some the results of this exercise with the CIA as a form of feedback that should help in updating the standards of practice.
OSFI intends to continue this practice of independent actuarial reviews until such time as the CIA has in place an effective
system of independent peer review of the work of appointed actuaries.

Now, we are, of course, aware that a new peer-review proposal is making its way through the Institute’s procedures for
the adoption of standards of practice. The proposal does not require the reviews to be independent. While non-
independence may be satisfactory for the CIA, it really does not meet our needs; however, we can live with the proposed
new standard but, when it comes to the work of appointed actuaries, we may require that the reviewer be independent.

Another topic that OSFI has raised in the past with the industry and the CIA, is disclosure. OSFI is interested in
disclosure by insurers of appropriate financial information, both for the information of policyholders and as a means of
enhancing the effects of market discipline on insurers. One of OSFI’s primary responsibilities is the protection of
depositors and policyholders. Improved disclosure in this regard is seen as leading to informed customers, policyholders
and depositors, who are then in a better position to decide where to place their business.

Improved disclosure should also lead to better-informed market analysts, rating agencies and investors. The resulting
increased market discipline should lead to better-managed and financially-sound companies, all of which furthers OSFI’s
legislative mandate.

Several years ago, the CIA and the CICA developed a disclosure statement that was a good beginning, but this does not
involve disclosure of financial information. Over the past few years, we have heard a lot of discussion about financial
disclosure, particularly about the pluses and minuses of disclosing PfADs.

More recently, the Institute’s Committee on the Role of the Appointed Actuary has been working on a guideline for the
disclosure of embedded value. Several companies, particularly some of the newly demutualized insurers, intend to begin
disclosing embedded value, perhaps as early as the end of the current year. This is a very welcome development and
we await further developments with really great interest.
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Improved disclosure assumes that there is an informed audience that is able to interpret the information disclosed and
draw reasonable conclusions from it. I am sure that you will agree that there are many unique and complex aspects of
financial reporting for insurance companies. We have a concern that market analysts, in particular, may have an
incomplete understanding of this information and our goal of increased market discipline, operating on insurance
companies, cannot be met unless the analysts’ understanding of industry financials is increased.

Therefore, OSFI, with the cooperation of the CIA and, hopefully, other professional industry bodies, intends to mount
an educational seminar sometime this fall, directed to analysts and rating agencies and explaining the basics of the
insurance-company finances.

The role of the appointed actuary has now been in effect for about eight years. By and large, I think that things are
working reasonably well. The importance that OSFI attaches to this role is evidenced by its explicit mention of reliance
on the AA and this supervisory-framework document; however, the time for a more formal review of the role is
approaching, although the process has not yet begun.

For the moment, though, I want to highlight three issues which are of some concern to us.

The first has to do with the financial condition or DCAT Reports. Now, before coming to this job, I was a consulting
actuary for a number of years and, in the course of that work, read many, many DCAT reports. I can tell you that they
vary greatly in quality.

From time to time, I came across reports that indicated that they were being written strictly as an act of compliance with
the law and professional standards. These reports do not give the reader any sense that the information in the report
is of any great value and, as such, I think that they defeat the intended purpose of DCAT, which is to be an important
tool in a company’s risk-assessment and management processes.

My impression of DCAT as something carried out only as a compliance exercise has only been strengthened since I have
arrived at OSFI, and I urge the CIA to look into this. I think that DCAT is a marvellous tool, widely regarded within
OSFI as something that could beneficially be applied to all types of financial institutions. Unfortunately, its execution
in a number of cases leaves much to be desired and, overall, this does not speak well of the attitude that some AAs have
towards their responsibilities under the Act.

My second issue is also related to DCAT and it concerns the scope of some of the reports. There is an emerging risk-
managing function within insurance companies, initially directed to monitoring the control of risks inherent in products,
particularly market-sensitive products, that are becoming a more important part of the industry’s product mix.

Many actuaries do not view some of these risks as “actuarial” in nature and do not include them in their DCAT studies,
although I think that DCAT is an excellent methodology to look at some of this. If actuaries limit the scope of their
DCAT work to strictly “actuarial” issues, I fear that we may someday find that the appointed actuary of the future will
be subordinate to the company risk manager.

The AA reporting relationship brings me to my third issue, and this is related to an important change that was made
to the Insurance Companies Act in 1996. Under this amendment, the same person cannot serve normally as both
appointed actuary and chief financial officer. This change was introduced in order to give the appointed actuary greater
independence and objectivity, but the effect sometimes seems to have been the opposite. In many companies, the
appointed actuary’s position has been changed so that the AA now reports to the CFO and not directly to the president.
The actuary’s independence and his or her ready access to information are thereby lessened.

While it is true that the Insurance Companies Act grants the actuary the right to demand all relevant information from
the company, day-to-day working relationships cannot be effectively managed through a continuous invocation of this
power so something else has to be done and the situation will have to change.
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I want to turn to the relationship between OSFI and the CIA. Generally, things are really going well and are definitely
improving. We have, regularly, quarterly dinner meetings of senior OSFI officers with the CIA leadership, formal annual
meetings of the two groups, and continuing close contacts through OSFI representation on many practice committees.

I particularly want to mention our contacts with one CIA group, the Task Force on Segregated Fund Guarantees, led
by Simon Curtis. As many of you know, the seg fund guarantee problem has been with us for quite some time. There
have been stopgap approaches taken to the valuation of these guarantees and no capital provision for this risk is found
in the MCCSR.

Last year, OSFI announced that the MCCSR would be modified as of the end of this year to provide for the risk created
by these guarantees; however, even OSFI’s own suggestion must be recognized as a stopgap measure. But OSFI’s
announcement of this modification clearly said that OSFI would consider any better alternatives that the industry or
anyone else could offer.

Now, the CIA task force was created to study valuation standards for this product; however, the task force quickly
decided to look at the capital requirement as well. From OSFI’s perspective, this is really a very, very generous step.

While reserving has traditionally been the province of the CIA, capital requirements have usually been in the domain
of the regulator. But it was recognized that OSFI did not, at the time, have the technical resources to tackle the seg fund
capital requirement internally on a timely basis.

The task force has done a tremendous amount of work on our behalf and I want to express my gratitude to it for this
effort. In fact, I have never seen a CIA committee do as much hard, technical work as quickly and with as much intensity
as I have seen in this task force in the last few months.

The task force has presented to OSFI its suggestions for provision within the MCCSR to cover seg-fund guarantees. We
have also received from many companies, sample calculations of the effect of the MCCSR on these recommendations.
We are currently studying these data, as well as information underlying the task force’s suggestions.

If our analysis provides us with sufficient comfort, we are likely to adopt the Task Force’s approach, perhaps with some
minor modifications; however, if we do not receive sufficient comfort, we will adopt the capital requirement outlined
in our 1999 memorandum, the so-called double-decrease scenario. But I really hope that we will get the sufficient comfort
and go with the task force.

Now, as I mentioned, OSFI did not, and currently does not, have the actuarial resources to undertake its own research
on issues such as capital requirements for seg-fund guarantees and other issues. I, personally, find that this situation is
unfortunate and regrettable, and I propose to change it over the next few years.

At present, the actuarial division has five actuaries. We have one authorized vacancy, for which we are currently
recruiting, and I hope to add additional positions in the near future. It seems to me that several years spent in our shop
would be an excellent career move for the right individuals, with the technical expertise that we need. We can offer
exposure to all of the cutting edge developments in the financial services industry, and insights and experiences which
are not available anywhere else in Canada.

We recognize that we are competing for the same people who work for the institutions that we regulate. OSFI has recently
begun to make more effective use of its separate-employer status, within the federal government. As a result, we now
can, and will, pay more competitive salaries for the right individuals. Well, if this all sounds like a recruiting speech...

...(laughter)...

...it is.

...(laughter)...
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With that, I think that I have broken some CIA rule about what I am allowed to say up here so I think that I had better
quit while I am ahead.

I am sure that in the next few years, while being in this job, in the course of all of these activities, I am going to have
lots of conversations with many of you, and I look forward to all of those conversations and all of those meetings, but
for now, I would just like to thank you for your attention.

...(applause)...

Moderator Dickson: Thank you very much, Allan.

Indeed, you have a broad perspective in your background that you bring to the remarks today, and we appreciate very
much hearing a perspective of the regulator because, of course, you represent the federal regulator. At another oppor-
tunity, we would look forward to hearing from the Inspecteur général des institutions financières (IGIF) as well, getting
their perspective on the affairs of the Canadian Institute as well.

Thank you very much, Allan, for your encouragement of the relationship with the Canadian Institute and the actuarial
profession. Also, you have suggested some challenges for us that we need to continue to work on.

Allan has indicated that he is available and I think that Randy has acquiesced that we have a few moments, just for a
couple of questions of Allan. Who would like to be first?

Mr. Kamran Quavi: I think that, last year, OSFI used its powers and asked ten companies to carry out independent
variations. What were the criteria used to select those companies?

Panelist Brender: I am not sure... I did not understand. Is this the power to...?

Mr. Quavi: No. How did you select that those ten companies need independent variations?

Panelist Brender: I have to tell you that I am the only person in this room who cannot hear what you said.

...(laughter)...

Moderator Dickson: I think that the question is with respect to how you went about selecting the ten companies.

Panelist Brender: Oh! By our quasi-random process.

...(laughter)...

That is what we call it. There was a certain amount of randomness about it.

But, quite honestly, the process of selecting companies is going to be influenced by considerations of balance between
Life and P&C, finding a balance between companies of various sizes, and, somewhere along the line, we talked to
relationship managers and said: Who are you worried about? Certainly not everybody on the list is a name that they
are worried about, but there are names on the list that do raise some concerns and it is natural that some companies like
that are going to creep into the list too. That is quasi-random.

Mr. Quavi: So can you give any sneak preview of the results of the independent review?

Panelist Brender: I cannot hear. Okay. Go ahead. It is not working.

Mr. Quavi: Alright. Can you give some preview of the results of the independent variations? I mean, did it result in
any material difference in policy liabilities? Or was the difference logical? What was the outcome of the independent
surveys?
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Panelist Brender: I do not think that I want to talk about what the outcomes are. I think that, in fact, some of the reports
are very late in coming in and we have just gotten them.

I will tell you that, when I say that this has been a positive exercise, there have been cases where people were not
necessarily in complete compliance and, in fact, sometimes even went back to the consultant and paid them even more
money, and they have, I think, in the end of it all, better systems.

There is such a wide variety of things even with ten companies, that it is hard to say anything in drawing generalizations
here.

Mr. Quavi: The last question is: If I interpreted your comments correctly on peer review, should I assume that OSFI
is saying that, if the AA has the authority to select assumptions, then independent peer review is required, but, if OSFI
prescribes the assumptions, then no peer review will be necessary?

Panelist Brender: Quite honestly, I think that I have a sense that a lot of AAs are, in some sense, each one of them sitting
there independently, not knowing what the rest of the world is doing. I mean, there are surveys of what is going on
in the industry. At least one consulting firm that I am aware of does a survey of assumptions. The CIA has started to
do surveys. But I do not think that that necessarily really gives you a complete idea of what everyone is doing.

I think that there is a lot of value, even to individual actuaries, to have outside peer reviews of their assumptions because,
quite honestly, there are only two real sources of people who see what is going on in more than one company or in
different companies, and those two groups of people are either people in OSFI or most of the consultants.

I think, from my experience, that most of the consultants have a very good idea of what are decent assumptions and
what are not decent assumptions. I think that there is a lot to be gained by having your assumptions, your PfADs, and
all of that reviewed in that way. I think that that is the kind of thing that we are aiming for.

Incidentally, I want to make one point, that the peer reviews that are being done now are post facto. We are reviewing
reports that have been done and reviewing them sometimes up to a year after they have been done. I think that really
effective peer review would be peer review where you have an outside reviewer come in in November, look at the
experience studies, look at the assumptions, look at the PfADs, before you actually run them and do the valuation because
then the report is peer-reviewed before it is even done and you have much more reliance and much more comfort with
the results. That is not something that we can achieve by having us do the kind of practice we are doing now. But I
think that there is a lot of benefit in it.

Mr. Mark W. Campbell: Allan, your comments around independent peer review were focussed on insurance-company
work. Could you extend those comments or amplify them for pension work? In particular, I essentially have three
questions. Is OSFI as keenly interested in seeing mandatory peer review for pension work? Is it as keenly interested in
seeing the independence of that peer review? Is it also interested in seeing that extended also to the work of sole
practitioners in the pension area, about which there has been quite a bit of debate within the Institute?

Panelist Brender: That is the big question.

Quite honestly, I have not spoken to my colleagues who supervise the federally-regulated pension plans, but the emphasis
certainly coming from the superintendent is focussed on the work of appointed actuaries. Anything that I am saying
today, he has read, and I think that our emphasis is really there.

I am not saying that we do not want peer review of pension reports, but that is not anything that OSFI has ever formally
brought to the Institute, and really generates none of the e-mail I read that has emanated from OSFI.

Moderator Dickson: Thank you, Allan.

...(applause)...


