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Moderator Craig T. Fowler: This afternoon’s presentation is going to be given by Kevin Reimer. I was hoping to get
a session where we could compare and contrast life insurance companies and banks in terms of techniques for risk
management – transfer pricing. However, I wasn’t able to get anyone from any bank to commit to the session and so
Kevin will be covering the whole session. I believe Kevin will give a very good, broad overview of what transfer pricing
is and the way that it was implemented in a Canadian life insurance company, and highlight some of the challenges
and successes of transfer pricing. I think you will have an excellent presentation and overview of the concept and how
it worked in practice.

Kevin is a graduate of the University of Waterloo. He worked for five years at Mutual Life/Clarica in Waterloo, mainly
on the investment side dealing with risk management and risk measurement issues. He was involved with the financial
reporting side of the investment part of the operations, and also helped to build up a lot of Clarica’s risk measurement
and risk management tools for option valuation and derivatives, and a wide variety of risk management tools and
techniques.

For the past couple of years, Kevin has been working for ING in Denver, home of the Stanley Cup champions. He has
been mainly involved on the product pricing side for the guaranteed investment contracts. Kevin has helped to build
up the techniques and tools for pricing our GICs to a great extent. Over the past couple of years, he has been involved
with techniques like the transfer pricing we are using at ING in Denver to communicate with the investment area. For
the past few months, Kevin has been more involved in product development and new business initiatives. We are trying
to take some of the capital market expertise of people like Kevin and combine it with the reinsurance area within ING
to deliver different product solutions.

So, I will now turn the session over to Kevin for his presentation on transfer pricing.

Mr. Kevin J. Reimer: I first want to explain this “Hallowe’en theme” in the slides. Some of you are probably from a
demutualization or a recently demutualized company. The branding gods might have been taking over and telling you
what you can’t do during your presentations. We have done the same thing at ING and this is one of the templates that
was used. We found out Friday afternoon – just before I was leaving to catch the plane – that it wouldn’t print out in
black and white. So, we had to call in a favour from the colour copying area and get these things madly done here.
They assured me that this is blue. It looks blue up here but it looks black to me in the background and so I apologize
if you can’t write on the papers.
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(Slides unavailable)

Craig gave you an update on my background. I did work both with a Canadian insurer and with ING so parts of the
presentation may be a mixture of Canadian and US terminology and methodology. As Craig said, it is unfortunate that
we couldn’t have had somebody from the banking side to see the perspectives and issues that they have gone through.
That is part of the issue, but the other part is that I wouldn’t have to talk as long as I do now! I hope Craig and others
will have questions, and we can get through this whole time period.

First, we will look at a kind of evolution of pricing and the interaction between the investment area and the liability
areas. Then, I will tell you what transfer pricing is and why you should care about it. Examples always seem to help
me, and so we will go into a numerical example of how transfer pricing works in process. We will then try to give you
some insight into our experience in implementing transfer pricing, and tell you about both the successes and the areas
where problems have crept in along the way.

I would like to look first at past and current methods before defining what transfer pricing is and why we want to use
it. Your company may drive its pricing either from the asset side or its liability function. In some cases, it could be a
fuzzy mixture of both of them – or whoever has the loudest voice at times. If the investment area drives pricing, there
really are two main options you can have. You can talk to your investment area once a quarter, or more frequently, and
get your one pricing rate from them. You can then go off with the asset production and use it until you think you need
to refresh the rate at some point. Or, you can get information on individual assets and use that to calculate the pricing
on the liability side.

Now, this can be done in the form of using “specials.” You have a nice, high yielding asset that would occur and you
would be able to use it on the pricing side and offer a higher liability rate. What this takes away from is more of a
portfolio-managed, mixed portfolio rate approach, and the ability to offer consistent rates. If you keep having to offer
these higher and higher rates in order to get your liability flows in, you might potentially risk your assets in your
portfolio. So, I am not advocating that as necessarily the best practice or process, but it is one way you can do it.

If the liability side of the business drives the pricing, you can give your asset area your funding assumptions and your
assumed volumes, and they might purchase assets based on a spread to that asset at the liability level. Or they might
even run on a total return type of basis. Your investment area might not even know they are working for an insurance
company and not a mutual fund or something. At times, that might happen, as well. Obviously, I am trying to exaggerate
these things here a little, but in the not-so-distant past and even sometimes in current areas, there are definitely some
things like this that have been common.

So, some improvements to some of these things about which we have just been talking are an effort to receive more
frequent information, whether that be monthly, weekly, daily, or even in real time. Obviously, there is a trade-off there
between accuracy and the need for data at that frequency and the cost of producing it as well.

You might be able to have term-structure liability funding spreads or asset spreads instead of a kind of one-rate-fits-all
using term and/or a rating structure. You can separate them into different asset and liability classes. Really, it is important
to try to link the asset and liability areas together, whether it is through an asset/liability committee or an ALCO committee
or some sort of independent function or unit of, say, asset liability management (ALM). I have heard at some companies
and especially from conferences in the US where one person on the asset side said that he can’t even get the liability
duration from the liability people; he just has to guess at it. So, things are definitely improving at a lot of the companies
I have seen in terms of communication between the asset and liability areas. However, there is definitely a need to make
sure there is constant communication between the two.

Obviously, you want to try to integrate your pricing assumptions dynamically with the capital markets because they do
go hand in hand, and, as well, if you have your senior management supporting this initiative, it is obviously easier to
make things happen.
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This leads us to a particular method that I will call a “pricing matrix.” A pricing matrix is a tool for determining pricing
levels, or, as well, you can use it for benchmarking your performance. If you have a grid of required spreads or the
equivalent of return on equity (ROE) hurdles, you can have different grids that vary by either rating classes or three
dimensionally which varies both by asset classes and rating classes. Or you can get even more funky by trying to vary
it by asset class ratings, your funding term structures, etc.

(Slides unavailable)

In this slide, we have an example of an A-rated corporate bond. As far as the grid goes, you start off with the terms
across the top and the gross spread. Then, you try to take off the default costs, expenses, profitability margins, and that
type of thing. The line of business tries to come up with a net spread and so it goes from the x’s to the y’s at the bottom.
So, you have to decide whether you want to make this x dimensional grid, how you will actually present this to the
asset side or the company actuary, and how it is all going to work together. It poses some interesting problems.

There are some desired characteristics that you would want to have for a pricing matrix. It should obviously be dynamic.
You don’t want to set it at the beginning of the year and let it go and forget about it. You want to keep looking at it
and have somebody constantly making sure that it makes sense by updating and incorporating both internal and external
factors. These could be defaults, expenses, your required ROE levels – if things change from quarter to quarter or month
to month – and especially your external factors like defaults, as they change. They shouldn’t really lag too much because
that could make for potentially bad business decisions based on a pricing matrix that you are trying to use to make better
business decisions.

The pricing matrix definitely has to be transparent and not a black box. Everyone has to understand exactly what you
are using this for and how it works. It should be brought up in all different types of discussions between the two areas
of assets and liabilities and used as an educational tool, as well. This is really important because you need to have buy-
in from both the asset and liability sides of the company or it won’t really work. There has to be a genuine desire to
improve things and make things better. Whether you try to do this through a genuine love of the company or incentive
plans – whatever is the best for your culture – you need to have something incorporated from there as well.

All asset allocation decisions should be based on hurdle rates and planned volume targets because there is always a trade-
off between the higher spreads and better profitability and the volumes that are needed to make plans.

Some of the factors that you would want to include in a pricing matrix are liability, capital, and surplus. Whether it
is an economic capital and surplus level regulation or some internal levels really depends on what you want to be looking
at and maybe a combination of them. On the asset side, it could be any of those, as well, and it usually varies by rating
and asset class. Asset defaults will also vary by rating, and that could be Moody’s, Standard and Poors (S&P), your
company experience, or some combination.

The liability costs or the costs of funds or funding spreads should be a spread to a base curve. A lot of things we did
in our companies before now is that we used the swap curve. That could be a combination of Banker’s Acceptance (BA)
and swaps, the London Inter-Bank Offered Rate (LIBOR) and swaps, or futures. The liability costs, as I mentioned before,
can vary by term or average LIBOR duration if your funding spreads have a term structure over and above the term
structure of the swap curve.

As well, of course, you are going to have asset and liability expenses in there, and interest on target surplus, and ROE
hurdle rates. It could be an overall ROE or one varying by asset class, and you could also have higher ROE requirements
for higher yielding assets versus public bonds, or something like that.

So, a pricing matrix is a first step to transfer pricing. It gets at the matter of linking both the asset and liability sides
together.
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Now, what is transfer pricing? You can consider it a fair method for charging another area in the company for assuming
part or all of their risks. Or, from a line of business perspective, it is what someone else will charge me for taking on
part of my risk or all of my risk. You can also view it as a measure of risk-adjusted profitability by line of business so
that the line of business is correctly charged for any risks incurred by bringing it onto the books. They also know exactly
what to charge their clients for different things like options or customization in a product, and any risks that they are
bringing into the company or any greater flexibility. So, it does not necessarily mean that they have to charge the client
for this but they know what they should charge on a fair value basis. That way, they can figure out exactly what they
are going to be charged internally under the transfer pricing process.

It also quantifies the incremental profitability decided by the lines of business. Your managers are directly rewarded for
any profits they are bringing in over and above the hurdle rates. As well, transfer pricing unbundles risks from both
the asset and liability sides. You try to take it all apart and be able to directly quantify and pass on any superior
performances that you have on your asset side to the liability side to be used in pricing. Better risk-adjusted asset spreads
are going to lead you to better and more competitive liability pricing. That is obviously true without transfer pricing,
but, traditionally, there has been more of a lag in the information and it is not really as explicit as it would be with transfer
pricing. It is also an integral part of asset/liability and risk management in my opinion. As we mentioned before, it started
as a banking concept on that side, and best practices for ALM and risk management have traditionally come from the
banking side of the business.

Why use transfer pricing? The biggest reason is that you are able to transfer risk to those who are able to quantify it
best and manage it well. It allows the individual units, whether on the asset side or the liability side, to concentrate on
doing what they do best, which is maximizing risk-adjusted returns. You can think of the two areas as the centres of
excellence, and you keep everyone doing what they do best. So, a commercial mortgage manager is best at negotiating
and placing loans. He or she is a relationship manager, who looks at credit, too, but it is not really necessary for him
to go away and build an option pricing model to actually value the prepayments. Someone else can do that who has
done the same thing for other parts of the company and who is better at that. Now, it doesn’t mean that he or she can
go away and not understand what those prepayments do. They have to understand it and what the impact is by giving
the different options to their customers, but they don’t have to actually build it.

The same idea is on the liability side. If you are offering a floor guarantee on a liability product, it would be the same
idea. Transfer pricing is a common language for discussion between your asset and liability areas. We have talked about
before – and this is key – you are able to analyze and compare competing deals on a consistent basis and it is like looking
at relative value. It is the ability to allocate scarce capital between these two different competing products or deals. As
well, it aids in the performance attribution and earnings analysis. It breaks out your portfolio risk and all the noise that
would occur over a quarter; it really looks at the incremental value of the business and unbundles the risks.

It can also be viewed as the premium that might be charged in an insurance mechanism to hedge certain risks, either
intercompany or intracompany. As far as intercompany goes, it could lead to a lot more securitization of assets and
liabilities if someone is able to do that at a cheaper cost for you. It could be similar to a reinsurance premium for taking
on certain portions of the risk of a business. So, the units, again, can operate as an independent business – which we
talked about before – and they can do the things they are doing best. They can take ownership for the decisions that
they are going to make. These decisions affect other areas, but here, it is directly shown through transfer pricing.

Here are a few examples. If somebody wants to pay for additional put and call provisions in a product, which increases
your cash flow fluctuations, and, in turn, which the ALM area will have to manage, there is a cost to that. There is a
hedging cost because of the cash flow variability and uncertainty. The area that is offering more options that are better
for the client will be charged for this and it will be passed through the ALM area so that they are able to manage it.

Another example is if you were to decide to invest in a lower quality asset where you would obviously get better returns,
there is more risk and so it is a trade-off between the two. This way, you will have a greater understanding of the
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threshold or the required level of profitability of hurdle rates. It will offer flexibility in setting your rates and you will
be able to charge back and forth internally for options that are offered on products. You can also negotiate more effectively
with your customers and say, “I’m being charged this amount internally for this option which I am offering you, and
so I’m not just going to give this to you for free.” So, you can choose then, too. For the customer, you can decide whether
you want to choose higher profits or greater volume. As well, it uncovers areas where you are not being sufficiently
compensated for assuming risks. You can take on a risk and that is okay, but you have to understand that you may
be taking it on at a loss. If you can make it up elsewhere, whether it is in a packaged product or a client relationship
type of role where they bring in a lot of profitable business somewhere else, you can take this one on as a loss-leader
idea. Or, you can decide to exit a market completely until the cost can be passed on to a client.

At the beginning of the mortgage industry here in Canada, a lot of the options that were being offered weren’t necessarily
being compensated as much as was needed for the risk. This was probably partly due to competitive pressures and
marketability. You can quantify those pieces with transfer pricing in the models that you are going to build, and at least
decide whether you are willing to take on that risk as a start-up type of venture or decide to wait until later on to get
into the game.

Now, let us try to get to an example. First of all, before we get to some numbers or anything, let us look at an overview
and some of the background assumptions that might occur. For a spread-based business, you obviously have interest rate
sensitive assets and liabilities. On the liability side, you could have individual annuities, group pension lines, and GICs.
Some of the options that you might offer in these products are minimum rate guarantees, or forward commitments where
the money is not received up front, but the rate is set, and you are put at risk in that case. There are also puttable or
callable contracts where the contract can be put back to the insurance company at a certain point in time, switching
between funds, or, really, any other embedded options that could occur in a product.

On the asset side, you have marketable assets that are usually used to balance a portfolio. These could be short-term bonds
or swaps, with the higher yielding assets being the private placements, corporate loans, and commercial mortgages. In
these, some of the options in them are imbedded calls and puts, mortgage prepayment risks, or mortgage lock-in risks.
So, when you are trying to value these options, they still have model risk, depending on what type of model you are
using. I am not going to go into how to value these option costs, but, in the end, you should come up with a price
for these options. Many of them can use capital market techniques whether they be on the asset or even the liability side.

If we can set the stage on how the different units will work together, we will start out with the Treasury and the ALM
units. This area is basically responsible for risk and portfolio management. Theses are the risks that might occur – interest
rate risk, currency, credit, liquidity, or any option-related risks. Depending on how your company is situated – whether
it is a corporate area or in the investment area – they become the liaison between the asset managers and the liability
pricing, at least in the transfer pricing process. Asset and liability cash flow should be marked to model, and, in that
case, you have to pick a base curve and you can mark this at some interval which could even be daily. If you pick
a base curve, it could be like a mid-market swap curve, which I mentioned before. We use a swap curve quite often
and it can be used as your proxy for your cost of funds. You can also add some spread to that for your cost of funds,
but we have used the swap curve in the past. You also want to look at your expenses and default profitability margins
and then remove them from the expected cashflows so that you are discounting your cashflows and your margins. Any
asset optionality should be modelled with the capital market pricing methodology, as I mentioned before.

So, we have Treasury and ALM sitting between the asset and liability areas as an independent function. What they are
going to do is pass on certain amounts of profits from the asset side to the liability area so that they can be used in the
pricing process. You want to make sure that this communication piece keeps on going and flowing as we meet weekly
under both areas. You might include in these meetings an update on the capital and liability markets – the trends, the
power volumes, and that type of thing. In the end, you had better decide what your pricing levels should be. This could
be a similar combination of the liability sales meeting or an investment management meeting, and it could also be a subset
of your ALCO committee.
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On the asset side, we have a couple of different variables to define here. One of them is the minimum required rate or
hurdle rate. This is the rate that is required to meet your profit and your business objectives. It is going to include your
margins and your investment expenses, and your provision for adverse deviations (PfAD), and, as well, we will have
a benchmark asset rate. What that is really based on is the expected mix of business by your term and credit quality.
It becomes the average expected spread on the assets at which you are able to place them in order to pass onto the lines.
So, it is something which, on average, you expect to place on a commercial mortgage. It is something over Treasury
because, typically, in a commercial mortgage and private placement market, the convention is to quote rates as spread
to Treasury or governments. That is the piece that we are trying to come up with here – the benchmark asset spread.

On residential mortgages, you would probably set it as your posted rate less an average or assumed level so that you
can get an average consistent level which doesn’t change too frequently – maybe once a quarter. Now, again, this is on
the commercial mortgage and private placement side because the market convention is just based and lost as a spread
to Treasuries. We are building this off the transfer pricing model, the swap curve. If anytime the swap spread starts to
rise and you are not changing your spread, your actual profitability on those can be compressed. This is a problem that
actually causes some frustration on the commercial mortgage and private placement and corporate loan side until you
actually get people to understand the dynamics of why profitability is being squeezed when it looks like they haven’t
done anything differently. It is just the swap spreads that have been moving.

Here are some numbers to pull all these pieces together, but, first, you need to know just a few more terms. The “asset
benchmark spread” is kind of the difference between the benchmark asset rate that I was talking about and the minimum
required rate. So, it is basically the difference between the promised rate, which they said they could get consistently,
and what they are required to get. That is the asset benchmark spread. The “asset gain” is, obviously, the difference
between the actual asset rate and the required rate they need to get. Finally, the “pricing gain” to the asset managers
– the part they really care about themselves – is what the actual rate on the asset was, less what they actually promised
to be able to get. That is their own gain.

As far as the example goes, let us get into some numbers. This is a hypothetical example; the numbers are reasonable
but they are contrived.

Let us say that we purchase a five-year, $5 million, A-rated, private placement. We will call it a four-year duration and
we purchased it at a fixed rate of 6.70%. During this time, the swap yield curve is a flat 5.50 and five-year governments
are at 4.75%. So, the swap spread is 75 basis points at this point in time. Your margins and provisions for adverse
deviations are 75 basis points, and, as we all know, the Provisions for Adverse Deviation (PfAD) is the extra that you
want to set aside as a reserve for unexpected occurrences and profit expectations, as well. So, I will explain where the
75 basis points come from. It is made up of expenses, defaults, and the components for profitability on your interest rate
risk. We are going to assume that there are six basis points that we expect and one basis point for the PfAD on the defaults
on this A-rated private placement. We are going to expect seven basis points and eleven basis points on the PfAD. The
interest rate risk is 50 basis points.

So, look at the last line where it states the approximation for 1% capital. What we are trying to do is try to approximate
the number of basis points required on a pre-tax basis for each 1% of capital that is required in order to make profitability.
So, what we are looking at here is the 15% after-tax ROE hurdle, let us say. That is what we have for your company,
and the 6% is the assumed after-tax interest and target surplus. That gives credit to the line because that is what is being
earned on the surplus account. You take the difference between those. They are after-tax numbers and so you need to
gross them up to pre-tax. So, divide by one minus 0.43, and then multiply by its multiple of 1.6 to get your 25 basis
points.

Now, we can span between the US and Canada here. That 1.6 can be your minimum continuing capital and surplus
requirement (MCCSR) ratio that you are holding over your required level of capital, or on the Standard & Poor’s (S&P)
model that we go under. Really, it is about 1½ times the amount of capital that is required for a AA-rated company.
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Then, a little bit extra is needed in order to hold capital on actual surplus assets. So, that is what the 1.6 could mean
as well. In the end, that 25 basis points is 25 basis points of pre-tax spread that is required for every 1% capital that
you need to hold. That should guarantee – if nothing else happens – your 15% after-tax ROE on the business. So, if
you go back up to the default section, that is the 0.42 capital for C-1 which is under the S&P model for an A-rated
private placement. I think it is 1% under MCCSR and so I threw the S&P in there. That is why it is 0.42 times 25
basis points to get the 11. As well as for the 2% capital for the interest rate risks, you require 50 basis points in order
to meet profitability on that.

Now, obviously, we are going to need that benchmark asset rate – the rate on which the asset manager has promised
to deliver. In this case, the manager has promised to deliver over 175 over five-year governments, and so that rate is
going to be 6.50% in this example. That ends up being 25 basis points above the swap curve and the 75 basis points
of assumed costs. (Remember, that should be kind of an average consistent level.) If you get the deal done right at that
rate, you are not really adding any extra value, but you are not destroying any value from the business over and above
any assumed levels. Again, we are going to use our swap yield curves and we can call this our theoretical cost of funds.
That could be the mid-swap rate plus the spread – maybe five basis points – but, in this case, we are going to just keep
it simple and use the swap curve.

Let us start looking at some numbers to pull it all together. If you start on the graph with the swap yield curve point
and work your way up, you are adding on to the swap curve. It is 5.50%, 75 basis points for our credit expenses, C-
3 risks, and PfADs, and that gets us to the minimum required rate that we needed and that is the 6.25%. Over and above
that is the benchmark asset rate which was calculated at over 175 over Treasuries. That ended up being the 6.50% and
so the difference between the benchmark asset rate and the minimum required rate is the piece that they are expecting
to pass on as expected profits on this business. So, that is the asset level and how it is calculated on both a spread term
and present value term. So, it is the 25 basis points times the $5 million on the volume on the private placement times
four for the duration.

The asset gain is the difference between the actual asset rate and the minimum required rate. The pricing gain is the
difference between the two of those sections which you can see at the bottom is the 45 – 25 and the 20 basis points –
which is turned into dollar terms – the $40,000 – and gets tied into the manager’s bonus. This is locked into the
investment business and they get to keep that section.

So far, we have only looked at one asset class and that is the private placement. The asset benchmark spread (ABS) had
defined what was normally expected for that private placement but now we need to get a weighted average from all the
asset classes that are available in the assumed asset mix for the quarter or the year. So, we accomplish that with the
investment rate transfer, and that is the normal excess gains that are achievable on the asset side which we were able to
pass on to the line for pricing. All this is just a weighted average of each asset class’s asset benchmark spread based on
the volumes and durations. This formula would basically set it quarterly but calculate it daily, and so it was set quarterly
based on these planned volumes and durations. Sometimes, you can split that by mid- and long-term formulas in order
to be used in the different sections and different segments on the liability side.

So, as an example, these are all the different asset classes that we have and some assumed weights that are based upon
the planned volumes for this line of business. All the ABSs get weighted together to come up with the total investment
rate transfer of seven basis points. Notice that you actually have some that are negative. They expect to pass on something
that is less than the swap curves or the lines, but weighted, and, in this case, we have a positive number of seven basis
points. So, really, what this is saying is that if all assets were to come in over the quarter in the exact volumes that were
predicted, the weighted ABS for this internal rate transfer (IRT) would be seven basis points. That would be available
for the liability lines to use in their pricing. We will see that in the next slide.

(slides unavailable)
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If we issue a five-year, $5 million GIC – in this case, at a fixed rate of 5.25% – it will still have the swap yield curve
at 5.50% and the government at 4.75%. We will assume that the margins and the PfAD are 20 basis points.

This is how we had a minimum asset rate, and now we have a maximum liability rate including all the profitability and
the IRT margins. If you start at the swap yield curve, add on the IRT of seven basis points and take off your margins,
the maximum liability rate that the liability side could offer is 5.37%. Note that is seven basis points higher than they
would be able to offer normally without this profitable asset production. When you calculate the liability gains, it is really
what they actually get in the liability compared to their maximum liability rate. So, they are able to get 5.25% on this
GIC versus the 5.37% and so they are adding 12 basis points of profit value-added to this part of the business. It ends
up as $24,000 that is tied to the liability side for a bonus.

Let us throw this into the same type of graph that we had on the asset side. If you start this time at the swap yield curve
(the second line), over and above that, we are adding in this investment rate transfer. In this case, it was positive. If asset
production over a certain time period showed that it could be a negative number as well – but, in this case, it looks
good as a positive – we are adding onto it and then taking off for expenses and PfADs. We come up with our maximum
liability rate, just as we just showed in the previous slide. The difference between the actual liability rate and the
maximum is what the liability gain should be. So, in this case, your Treasury, or ALM, or transfer pricing function sits
between the two areas and collects the ABS from the individual asset managers and then takes and passes through this
expected IRT of seven basis points. It then charges both sides for the hedges it is taking on.

There is a timing issue that occurs, at least on the retail side. Your liability flows are coming in daily and your assets
are purchased a lot less frequently. So, you still transfer this IRT, or the weighted ABS, and you pass that through daily
to the liability lines you want to use, and so it works out well in the end.

On all these examples at which we have been looking, we have seen more of a spread to the yield curve basis. In practice,
you would probably use cash flows net of margins, and then, using a full yield curve by term structure, discount those
cash flows back to get a present value and the pricing gains in dollars.

Again, as we talked about, we have used this in a couple of different places – or some variation of transfer pricing –
with a couple of different companies. We pulled together a few of the successes that actually happened, as well as ones
that probably could happen and may occur if transfer pricing is implemented.

The first thing is that decision-makers really have full access to the transfer pricing tool on their desktop. This really
gives them control and they are able to play around, run different scenarios, what ifs, and consider things like, if I get
into this asset, what is this going to do to me? They really take on some sense of ownership of this type of tool if they
have it on their desktop. Again, we are back to the communication piece between the asset and liability managers. It
really gives them a consistent framework or methodology, or, more importantly, the terminology that allows them to speak
the same language to each other. They have the basis to go back and say, “This is why we are making money here,”
or “This is why we are not making money there.” It is easier to perform an earnings analysis by your asset and liability
classes, for example, by comparing credit losses to margins.

In Canada with Valuation Technique Paper 9 (VTP 9), you are already doing a lot of this. It happens less so in the
US where these margins are set aside in a pool to pay for your expected claims. They are released when claims do occur
and can be an offset, and deviations can be kind of your gains and losses. It really makes you focus on this, and you
can see where things are coming from on a profitability standpoint. These are things like forward-pricing on commercial
mortgages and even sometimes on the liability side. It really lets you take a look at that and see what the impact is on
the pricing levels. An interesting thing that we found, as well, is that you can start by what I was talking about earlier.
By playing around with the tool on the desktop, you are able to figure out what type of term structure along the curve
you want to offer a certain product, like a commercial mortgage. It could be more profitable to you based on the way
the term structure is at this point in time, and so you start pushing that out to the marketplace because it is more
profitable.
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As well, on the residential mortgage side, you can charge the appropriate costs for the lock-in or warehouse risk as well
as be able to quantify the costs of shaving rates offered to clients. So, you are going to charge the residential mortgage
area for this lock-in risk and you are going to charge them an assumed cost based on the ALM area that is going to
take on this risk. They will get charged that, and any deviations from that becomes their own gain or loss as well as
the shaving, since we are putting in kind of a consistent assumed shaving level for the ABS portion of the residential
mortgage business. Any deviations around that can be charged right back to the residential mortgage area. At times in
the past, we have had shaves that have come in a lot lower or higher than anticipated and it definitely quantifies that
cost for you.

You are also able to tie the asset and liability managers’ bonuses directly to the pricing gains and losses. This is a nice
feature that allows you to be consistent between the two areas. They, obviously, have a foot in the door and they need
to understand what is going on because it is really affecting their own bottom line. Both asset and liability managers can
see what effect it has on the profits of the company on a deal-by-deal basis. Now, it is not that some asset managers don’t
have a large enough ego already, but they can actually go home at night and say, “I just made the company a couple
of thousand dollars today,” but it also might bring them back down to earth if they are not doing that well. They can
see right away whether or not they are adding value to the business or subtracting it. Along the same lines, they can
point to any value they are adding to different areas of the company. If the liability area says, “Hey, you aren’t pulling
your weight here,” they actually have a tool to use to say, “I’m adding consistently. I’m giving you what I promised
I would give you in my asset benchmark spread.”

As well, the asset managers will start to realize the importance of the business on the liability side, and this can definitely
be important in some companies. You really end up having a greater understanding of your own business. Again, when
it impacts your bonuses, you really have that incentive to go out and say, “Why is this causing a gain? Should I do
more of this? Why is this causing a loss? How can I make this turn into a gain at some point?”

Again, there is accountability when you have part of the bonus tied to the bottom line of both the asset and liability side.
It turns into less of an “us versus them.” It is more of a shared success between the two areas, and so it is definitely a
plus.

There tends to be more of a discipline for more timely communication when you look at trade profitability on the
investment side of the curve. It actually lends itself more towards a committed versus settled basis. You don’t have as
many information delays; there is less backdating of transactions; and commitments are really known about immediately
because people know they have to get the information in there in order to lock-in their gains. So, it is a lot nicer for
your modelling and reporting areas and the ALM has a lot fewer surprises to reconcile later on.

So, once the deal is priced, the asset manager is finished, except for the regular things on which he or she needs to
concentrate. The manager doesn’t have to worry about those other things anymore. He or she has farmed out the risk
or portions of risk that he or she is not supposed to be managing, and which other people can manage better. The nice
thing is that you can actually justify running some asset classes at a loss as we saw before on that weighted IRT table.
There were some residential mortgages or government bonds, and it is okay to be running them at a loss because
government bonds are used for liquidity and balancing retail mortgages. You can use them for diversification or cross-
selling of products, and so the asset manager is not being penalized for running this book of business because it makes
good business sense. He has promised to give something that is lower than the swap curve in this case, and that is okay
because, on a weighted basis in a portfolio approach, we are still passing on seven basis points on the liability line to
be used in pricing.

So, over the years, we have gained some experience with this type of methodology and the process has evolved a lot
over time. Here are a few of the things we have learned and we see what can happen in the future and approve the
process:

• One of the things is the timing of asset and liability placements. There is a risk that your planned volumes and terms aren’t
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really met, and then the ALM area has a gain or loss, and so there is a whole debate about whether the ALM area should be
a profit centre or not. The idea is that, if they don’t come in right as planned on the asset side, you are passing on the assumed
production onto the lines. Then, there could be some deviations from that as they come in and so you could get some gains
or losses over the quarter. You then have to figure out what you want to do with that.

• Another is credit margins. It depends on how your company looks at them, but, if they are reviewed once a year, it might
not be often enough. You are going to need better credit modelling such as we talked about before. The lag in this information
could cause you to make bad business decisions and you need to have something fairly dynamic there.

• The next point is that, when the liability levels or blends are increasing and more cash is coming in the door, you are fine
and dandy. So, a lot of these high-yield commercial mortgages and private placements come in and you have this higher
IRT. The problem is when you have liabilities leaving and your cash flows start going out. You need to keep liquidity at the
forefront and so you have to beef-up more on your governments and short-terms that might drag down the IRT. It kind of
builds on itself. You will need more liquid assets, but you are not passing on a higher IRT because there is not a big high-
yield component in there. It, therefore, lowers your competitive levels on your liability side and it is a kind of vicious circle.

• When you are producing your yield curves, if you make them one time a day and if rates move a lot during the day, there
could be a fairly substantial misallocation between your interest rate risk, your ALM gains and loses, and the actual pricing
gains to the asset or liability managers. If you strike the curve at 10:00 a.m. during the day and you have liability prices at
that time with no gains or losses, the federal government moves rates up 50 basis points and then an asset gets struck later
in the day. Well, it may look as though he has done great compared to the curve, but it is just a misallocation on whether
it is an ALM gain or loss, or a pricing gain in that case. So, you have to figure out if you want to strike another yield curve
or just take that deviation when you are looking at your earnings analysis. Again, if we are just using a swap curve plus the
funding level, we are not really marking the market. We are marking the model and so we do have the lag in credit information
and we are not looking at true market spreads.

• Some funny things that happen, too, depend on how you produce your yield curve. There are different ways to interpolate
between the different points. Because you are doing this on a model basis and not a true marked to market with assets, especially
in the marketable bonds area, the Treasury Department won’t understand that I am just going out a little bit on the yield curve.
It is the same credit quality and the same everything. I am just picking up a couple of basis points, but you are showing me
a loss on your model. What is going on here? It is very tough to explain that because, on the market, the dealers start laughing
at them and they say that they can’t actually go into this deal because it is not profitable for them. In the end, you have to
do what is best for the business and so you have to have somebody who is looking into these things quite often. You have
to have a relationship with both the asset and liability sides to make sure that these issues are dealt with on a timely basis.

As well, as we talked about before, commercial mortgages are priced-off as a spread to the governments, and there is that
inconsistency if you are using a swap curve for your transfer pricing methodology. I think the swap curve is the better
method to use, but, at some point, it becomes an idea of market sophistication. Can your commercial mortgage managers
start educating their clients to make them want to use the swap curve at some point? When we started doing this initially,
there were none of these problems with the Treasury Department buy-backs and different things in the US, too. So, there
might be even more of an incentive right now to move yourself towards a swap curve for your pricing pieces. You really
do need a great deal of information for this type of a process because it really requires accurate timing and planning.
You need to have these projection tools on the desktop so that managers can play with this and not have a black box
sitting in front of them telling them if they are making or losing a couple thousand of dollars.

Regarding any inconsistencies that you have in the model, it is the same idea as before. It is the old pick-up idea. You
just have to do what is best for the business and not make stupid decisions based on a model. However, on the flip
side, you need to make sure that people aren’t exploiting the model and saying, “Hey, I’m getting this gain,” when, really,
they might be adding more risk to the portfolio just because they get this gain on one of their asset production pieces.
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To wrap up fund-transfer pricing, I think is a great tool, but it is not perfect. You need someone to look at it on a timely
basis and be committed to the evolving process. It really has the potential for increasing your profitability and it has the
chance to make a more efficient allocation of your capital. It can lead to some interesting discoveries about your current
pricing process and it should help you improve on it. The process and the models, again, do need to be transparent
so that everyone knows what they are doing and knows what they are using. Again, this process is always evolving.

We have time for your questions now.

Moderator Fowler: Thank you, Kevin. I hope the presentation has given everyone a fairly good understanding of some
of the concepts. We have about 15 minutes for questions.

Mr. Charles F. Hill: Kevin, that was a good presentation. Thank you. I was wondering what your opinion is in terms
of a maximum duration where this starts to break down – for example, fairly long-tailed liabilities. Do you feel that this
is something that really functions well in that type of business?

Mr. Reimer: As far as a spread-based business, I was kind of alluding to the idea of having a mid-term and a long-term
formula. It really depends on how far you get and what your asset production is out there to match off your liabilities.
Obviously, in your very long tailed businesses, you are not going to match off with your assets and have a true integration
with the capital markets. Being conservative is the best advice on that one.

Unidentified Speaker: Is this primarily a tool for relatively large liability side flows that are, perhaps, priced in real time
as opposed to some of the cash flows that a lot of us face in smaller retail transactions where you are not ever going to
talk to the customer or see the money as it comes in?

Mr. Reimer: I think you can use it as a tool in those types of instances more in the way you set your product design
and in looking at what you are going to charge for the options and setting your pricing up front. In that case, you don’t
have to negotiate as much with the end retail customer, but you do have your pricing set and the rates posted with which
you will be going out there. So, I think you can use it for that.

Moderator Fowler: If there are no other questions, thank you for your time. There are evaluation forms to be filled out,
and I ask that you please do that. They are helpful for planning sessions and will be useful to Kevin for feedback.


