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Moderator Leslie P. Rehbeli: I will speak first to give an overview of the Minimum Continuing Capital and Surplus
Requirement (MCCSR) in Canada, the cost of capital concepts and some thoughts about insufficiencies in the MCCSR
formula.

My name is Les Rehbeli and I am a consultant working with MMC Enterprise Risk Consulting Limited, formally the
Risk Finance Insurance Practice of Lyon Mercer. We also have Brian Kassner, who is Assistant Vice-President of Group
Underwriting at Sun Life who is heading up the underwriting function there. Brian will give some comments from a
corporate perspective and review some of the considerations that they have undergone. Finally, Wayne King, who is Vice-
President of Group Services at Munich Re will discuss the role that reinsurance can play in this process. I will begin
from the policyholder’s perspective and comment on some of the issues that policyholders have recently faced.

In particular, post emulation. Policyholders have been experiencing from their perspective very large price increases,
which are being increasingly attributed to this concept of cost of capital. In addition, they are being increasingly asked
or they themselves are asking to mitigate some of this cost of capital by sharing in the risk or in putting their own capital
on deposit so to speak.

I will then review my thoughts on the meaning of cost of capital and how it factors into pricing. Then we will deal
with the MCCSR. What is it for group insurance? What are some of the implications for pricing and what kinds of actions
specifically can be taken by both the policyholder and the company to mitigate those costs?

That will be it for me. Brian will then share his thoughts from a company perspective, followed by Wayne who will
give a reinsurance perspective. From the policyholder perspective, it seems that a big current driver of cost increases is
indirectly related to the effective demutualization.

Companies are now more conscious than ever, it seems, of how their capital is being deployed and what rates of return
are being earned on that capital. There are two ways for a company to manage return on capital. They can manage the
return or they can manage the capital or both. There seems to be more emphasis on managing capital lately. For example,
many companies seem to be promoting increased use of no-risk or low-risk insurance vehicles. This is either direct as
in some companies are not quoting on certain types of arrangements anymore. Or, indirect by offering more attractive
looking packages for certain types of arrangements than others. Often, these low-risk arrangements take the form of
policyholder capital through CFRs or claim fluctuation reserves on deposit. While this was always an option, it is
becoming increasingly utilized, relied on and promoted as a way of controlling this particular cost.
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The absence of such an arrangement, companies are charging much higher rates for the use of their capital. I will explore
the mechanics of this with a couple of slides. For now, all I want to say is that many policyholders have started receiving
renewals in the past couple of years with the traditional profit charge component of the retention being replaced or
enhanced by a new component called cost of capital.

Often, this cost of capital is significantly larger than what the profit charge used to be. This has resulted in a certain focus
of communications between the policyholder and the insurance companies. That being the justification of these rates,
together with education of the policyholder about what they can do to reduce these rates.

In fact, we started to see a trend of explicit exposure of this particular element in which fundamental MCCSR concepts
are shared with the policyholders together with the company objectives, at least in broad terms, about hurdle rates and
target capital. As a result, the policyholders are becoming more sophisticated.

So, what is this cost of capital that is being passed on to the policyholder from the company? In determining this quantity,
one needs to consider first, obviously, what is the capital at risk that the company considers appropriate for this
policyholder? This should be a measure of how risky the company considers the policyholder to be. A proxy to this
might be the MCCSR formula, although this might not necessarily be a perfect indicator of the true risk that this
policyholder brings to the company. More on that later.

The amount of capital that the company allocates to the policyholder is related to both the definition of capital, i.e.,
MCCSR rules or other rules to be applied, and, also, the target level of capital that the company is managing towards.
Most companies are targeting somewhere between 150 - 200% of MCCSR, for example, although whether this aggregate
capital target is managed at the company level, the business level, the product, or group level is often a matter of corporate
policy.

Finally, one needs to consider the cost attributed to that capital. Depending on how you look at it, the components here
might be the hurdle rate, which is what the company requires you to earn on that capital by tying up the capital you
have tied up by writing this business, less the earning power of the capital itself. This recognizes that, although the
company is tying up this capital, it is still able to contribute to the hurdle rate by the fact that the capital is still invested
in something. Alternatively, the relevant perimeter might be the company’s cost of borrowing capital.

I would like to revisit the definition of capital for a moment. The MCCSR is the regulatory required minimum capital
standard in Canada. I will go through the formula in a little bit of detail in a moment, but there is one point worth
noting about MCCSR in my mind right now. That is you cannot escape the requirement. The company that writes certain
group business will tie up certain capital on this basis that will prevent the company from writing other types of business,
such as individual life or anything else. As such, the group operations now have to return an acceptable rate of return
on the MCCSR capital that they tie up.

Having said that, one can sub-manage the portfolio using MCCSR or other alternate capital allocations. This might allow
for recognition of any insufficiencies in the MCCSR formula, relative to this specific company portfolio or exception
pricing on specific types of groups. In other words, one can choose to roll down the MCCSR formula to the group level
or one can use an alternate mechanism. Perhaps in conjunction with MCCSR to manage the day-to-day pricing in
management. For example, total MCCSR can be reallocated among groups using an alternate economic capital mechanism
to the extent that a company views a particular risk characteristic differently than the MCCSR formula. This approach
can reflect this.

Moving on to cost of capital. There are basically two alternate ways of looking at this. The first is what I would call the
actuarial approach in which the total amount of capital expected to be tied up over the product lifetime, say one year
from most types of group insurance is determined. The corporate requirement, which is the hurdle rate, is applied to
those capital projections, less any earnings that those surplus assets are able to generate for themselves. For example, if
the company required 150% of MCCSR and demanded a 15% after tax return and was able to earn 5% after tax to begin
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with, then the net after tax cost of capital would be 10% of the projected capital. In this example, with MCCSR at 12%
of premium the company needs to recover 1.8% of premium after tax and they would have to charge the policyholder
then 3.6% of premium before tax, assuming a 50% tax rate.

An alternate way of looking at cost of capital is how the capital markets would view this, which is: How much does
it cost the company to raise capital in the capital markets? In other words, the cost of borrowing or raising debt.
Alternately, the cost of financial reinsurance. Essentially this is borrowing capital from a reinsurer instead of the capital
markets. For example, a company’s cost of capital in this context might be 500 basis points above government of Canada
bonds. Revisiting our example the same policyholder would now only be charged 1.8% of premium pre-tax.

Looking at MCCSR in a bit more detail now, this table summarizes the key components of the formula. Originally, I
was not going to do this, but I re-read the description of the session a couple of days ago and the first sentence is what
are the statutory requirements for group insurance so I thought I better cover this, although this may be familiar territory.

(Slides unavailable)

In essence, the MCCSR formula is factor driven. It recognizes certain risks explicitly. The relevant ones for the group
lines are shown in the columns at the top. Asset default, insurance risk, which has both a group claim and a continuing
claim component and interest pricing and mismatch risks. The factors are different for the main benefit types. Health,
dental, life and LTD. The asset default risks are expressed as a percentage of assets and for most portfolios range from
between 0-0.5% of assets, which represents conservative fixed income investment portfolios.

C-2 risk is typically a percent of premium and a percent of reserves or some assured depending on the benefit. Interest
pricing and mismatch is also a percent of reserves.

Rather than focus on the factors themselves, it is more useful to note some of the specific features of the formula. The
first that I would like to consider is the statistical fluctuation factor. This allows a company to reduce the insurance risk
component to as much as 60% of what it would otherwise have to hold in recognition of the size of the company. The
factors range from 0.6%-1.25% depending on the company size. The bigger the company, the larger the deduction. This
is one area where reinsurance can be utilized as the reinsurers have relatively low statistical fluctuation factors relevant
to some carriers.

Another special feature particularly relevant to group insurance is that the MCCSR requirements are extremely sensitive
to the length of the rate guarantee period. For example, a new claims risk on LTD with a one-year rate guarantee is 12%
of premium. If the guarantee is five years then the required capital is 40% of premium. The cost of capital increases by
more than 300%.

Admittedly, the risk may have increased somewhat because of the guarantee, but not necessarily by 300%. In making
such an offer, for example, the company may have priced very conservatively, relative to a one-year guarantee.

The policyholder may actually be penalized in this situation because the company is subject to these regulations. This
is one example of the potential insufficiency of the MCCSR formula.

Deficits and outstanding premiums are another one. If a company recognizes a deficit on its balance sheet they are
effectively charged 8% of the deficit amount as capital. The risk that is being provided for is credit risk. The risk that
the policyholder will default.

A capital factor that reflects the credit rating of the company may be more appropriate here. The final feature of note
is the use of past three features. In other words, using policyholder capital to offset the company’s requirements. I will
cover that in a minute.

(Slides unavailable)
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To put everything into some perspective, this chart illustrates for a typical LDT benefit both the required capital and
the cost of capital calculation. There are two points that I am trying to make here.

The first is just to illustrate the relative magnitudes of the different components. The C-2 or insurance components
dominate the required capital.

In this example, the group has a one-year rate guarantee so the C-2 factor is 12% of premium. The factor that is applied
to reserves varies depending on the duration and benefit remaining of the LDT claims.

The second thing I am trying to do is establish a benchmark against which we can compare the effects of mitigating
actions on the cost of capital. This example here is like a pool case or alternatively an unfunded experience rated case
with no policyholder guarantees.

The cost of capital in this example is 7.5% premium. So what can be done to mitigate these costs? One thing, is to lower
the actual capital requirements themselves through the use of reinsurance, which Wayne will talk about in more detail.

The basic concept is to take advantage of the reinsurers situation to lower your own costs. One such example I mentioned
earlier relates to the statistical fluctuation factor. Another is the fact that the reinsurer may have different views or
expectations about capital requirements, the return on capital and so on that you do.

The policyholder can also do certain things to mitigate these costs. This takes the form of the policyholder offering hold
harmless guarantees to the insurer or putting money on deposit in a CFR or taking the insurance risk themselves through
an ASO arrangement.

Hold harmless guarantees the policyholder guarantees to repay any deficits to the insurer in the event of termination.
In this case the insurer can reduce their capital to 15% of what it would otherwise have to hold.

In my mind, this is another example of an inefficiency of the MCCSR formula. In this case the risk to the insurer largely
becomes a credit risk and the factor should perhaps be more related to the credit quality of the group.

By contrast in this case the MCCSR applies the 15% factor to this amount of risk, which is the same factor that is also
used for equities or common stocks. The insurer to offset their C-2 requirement, dollar for dollar, tcan also use any money
on deposit in a CFR requiring the minimum factor of zero.

Here, we are literally borrowing a policyholder’s capital as a direct substitute for the requirements. Finally, under an ASO
arrangement, the policyholders take the risk entirely upon themselves, perhaps with some form of stop loss coverage.

The MCCSR attributes no capital to this type of benefit, but to be fair to the MCCSR formula, this is one example where
capital is probably under allocated. For example, if all you wrote was ASO business, few would argue that zero capital
is the right answer or that the insurer has absolutely no risk whatsoever.

(Slides unavailable)

In this case, the insurer still has expense risk or operational risk, which is not picked up anywhere by the MCCSR
formula. This graph illustrates the potential magnitude of these mitigating actions, with respect to the cost of capital if
you were just to apply the math directly.

If you remember our base example had 7.5% of premium as the cost of capital with no guarantees or money on deposit.
By contrast, a fully-funded Claims Fluctuation Reserve (CFR) at 25% of premium would eliminate, in this example, the
C-2 insurance component and reduce the required charge to 0.9% of premium. The downside to the policyholder here
is that they have tied up $2.5 million on a CFR. Let us hope the policyholder does not also have expectations of earning
18% after tax return on their equity.
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A combination of hold harmless and CFR might provide a partial solution to that problem. In this example, the
policyholder has tied up $500,000 in a CFR, but is only being charged 0.9% of premium again.

From the policyholder perspective, these trends toward using their capital exposes them to additional risks to which they
may not be accustomed. The most extreme example would be a group that would otherwise have bought some form
of insurance product, but is convinced to go Administrative Services Only (ASO) in order to save capital charges.

They may not appreciate the true extent of the risk they have accepted. Communication becomes very important in this
context. This means, primarily, making sure that the client understands what they are doing with these risk mitigation
techniques.

As a consequence of this whole process, that is the unbundling of the pricing, the clients are becoming more educated
as to the mechanics of the cost of capital and there becomes an additional danger that the client locks in those expectations
in future renewals.

In many cases, the client is given either directly or indirectly enough information to ascertain the company’s actual target
and profit requirements, which might make future renewals difficult.

Finally, the more sophisticated policyholders may argue that the MCCSR formula does not represent the true risk that
they are bringing to the table, demand adjustments and recognition, which could result in either exception pricing or
loss of sale.

What are some of these items that might be identified by sophisticated policyholders? I have already talked about some
of them. The treatment of deficits, outstanding premiums and hold harmless guarantees is one such item. In my view,
this should be related to the credit quality of the group. Another example is the treatment of cross-experience rated groups.
In this situation, surpluses from one benefit can be used to offset deficits in another benefit, which significantly reduces
the risks to the insurer, because the probability of both benefits being bad in one year is less than the probability of either
benefit having a bad year.

The MCCSR is additive. In other words, the capital is determined as though a cross-rating did not exist. The answer
to these types of issues is that the MCCSR is not necessarily perfect in these instances, but is also missing in other offsetting
ways. The biggest such example is that there is no explicit recognition of C-4 or operational risk. Operational risk is
the risk that if something goes wrong in the operations such as the sales force making promises they should not or the
claims administration system frequently going down for four days at a time causing dissatisfaction and a potential lapse.

In aggregate, these missing risks are compensated by conservatism in some of the other factors. This is probably true,
but it does pose a bit of a challenge in pricing certain types of benefits. For example, pure ASO technically has no MCCSR
requirements, but may still have operational risk, which should be priced for.

I will finish off with a few comments about alternate capital allocation as another consideration for management of the
portfolio. As I said earlier, if nothing else, such a methodology might be useful for reallocating total MCCSR among
different risk profiles.

What would such an analysis look like? Going back to the basic principles of the role of capital the amount of capital
that you allocate to a group risk should be such that the premiums plus the reserves, plus the capital gives a high
probability of solvency. Our requirement in some financial institutions, for example, is that capital be established at three
standard deviations assuming that the underlying risk is normally distributed and if capital is held at this level, this
amounts to 99.865% probability that the operation will remain solvent during the period in question. This is the same
premise that underlies MCCSR and risk base capital in the US, but the difference here is that this type of analysis can
be conducted in a setting that is more appropriate to the specific company and the insurance product in question. The
basic technique involves one or more of these methods and in Monte Carlo simulation, the future financial outcome of
the group or risk or portfolio is modelled under a large number of statistical scenarios. The simplified version of this
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is basic rule and theory in which a frequency of claims distribution is assumed and aggregated with a severity distribution.
Finally, this type of analysis can be supplemented with analysis of historical loss ratios in your own portfolios. This has
limited use, but is a good high level indicator in certain situations of the true risk of the portfolio is exposed to.

(Slides unavailable)

In this example, two real group life portfolios a Monte Carlo simulation was performed and the claims distribution
tabulated. The product on the right is a very large case where the sum assured is more dispersed relative to the product
on the left.

The product on the right has fewer expected claims per month than on the left, but the amounts are more volatile.
Intuitively, the amount of capital that is attributed to these groups should be different. The one on the right should have
more capital because the claims are more volatile.

The MCCSR formula although treats both these groups identically. They both have the same factor applied to the sum
assured. For pricing then, you could take either view. You could argue that both groups tie up the same amount of
MCCSR capital and, therefore, should be priced accordingly, or you can build in a risk subsidization process that
reallocates total MCCSR between them in proportion to what you think the risk actually is.

In conclusion, I will reiterate that companies at some level must manage to the MCCSR formula, but that this can be
managed through a combination of pricing or capital allocation policies, use of reinsurance and use of policyholder
capital.

I will now turn it over to Brian.

...(applause)...

Panelist Brian Kassner: Thank you, Les. I am going to talk today about how Sun Life has actually taken a lot of what
Les has explained and put it into our day-to-day pricing of specific accounts. The capital requirements in the industry
are not really new. They have been around for as long as I can remember, so why all of a sudden is the focus on pricing
for this cost of capital?

I think it is consolidation and demutualization and the industry has really forced the industry to focus on appropriate
returns on the capital deployed. I have been in the business for 19 years and it is the first time that I actually feel
comfortable that there is some rationale to the methodology that we are using and some discipline in the pricing.

Now, because my presentation is going to focus on the expense pricing or the expense and cost of capital pricing
component, it is probably more appropriate for the larger refund accounts and also for ASO business.

The first thing I am going to cover is a bit of historical perspective. I think consolidation in the industry really proves
it. For years there was a lot of excess capacity and there were really two many players in the industry. It really was not
that hard to get into group benefits or become a TPA or whatever. The insurer’s focus for as long as I can remember
was get market share. If you get market share, we will grow out of all the problems that we have. That was pretty common
thinking.

The last point is that pricing was primarily market driven so, because of the excess capacity and the demand for volume
of business, this really drove prices down, and as the prices were going down, what made things worse is that service
requirements were actually going up.

We added things like call centres and all that kind of stuff. I think if we had continued down that path, it was just
a recipe for business disaster. My last point is that these factors really resulted in large expense gaps for a lot of companies
in the industry and poor overall operating results as measured against other benchmarks in the financial services industry.
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(Slides unavailable)

This graph here attempts to depict what was happening historically. The blue line that you see on the graph, I have
tried to indicate each different case depending on the mix of coverage and also the service demands on the case that
will use different amounts of insurer resources.

Capital is just one resource. There is also human resources, etc. You have a whole spectrum of accounts that have a range
from low resource use to very high resource use. The historical pricing approach was to use if we had a case of $3 million
or $4 million of annual premium, the historical approach was just to use an average price. That is what the market was
doing. So we would charge if it was 4% of premium or 5% of premium, it did not matter how complex the case was,
what coverage they had, it was pretty much the same. What made it worse if that red line is the average line where it
should have been, we were really down here, where the green line is. So, not only were the allocations of cost not really
aligned with the resource use, but also they were too low.

So, why not continue the past practice? I think it is obvious. One point is industry consolidation and demutualization
has forced insurers to focus on business performance and with business performance there are obviously growth
requirements, but also earnings and return on capital. I think another point is improved management information and
competitive pressures will force greater price differentiation.

If you go back to the graph, if you do not have any real information probably the average cost is not a bad way to go.
However, if as a business, if we at Sun Life for instance know more about pricing a case than a competitor, then we
should be able to attract the right business to us and leave the poor business with someone else. I think better management
information will allow you to exploit market defficiencies. In order to do that, you also need price differentiation.

The last point is, if we do not make the changes you will not be in business in a few years. We are seeing the
consequences of that throughout the industry: consolidation, people exiting the business, etc.

So what is the response? Well, the response for one thing is we have to move the green line up or reduce costs, but
service demands are such that you are not going to reduce costs all the way so the green line does have to go up. The
pricing has to be more sensitive to resource use. One of the resources that it has to be sensitive to is the use of capital.
As a result of that and a lot of discussions that went on within Sun Life back in 1998, we built a pricing formula that
includes the cost of capital charges that are lined with basically the client’s use of capital as defined by the MCCSR.

We take a lot of the stuff that Les talked about earlier and have built it into a formula so that when we strike a price
for an account, we look at what their actual capital use would be or the allocation of capital to that account. We price
it accordingly. We also will reflect different mitigating factors. For instance, if a client has a CFR or if they go ASO or
have a hold harmless, then that would be reflected in their price.

(Slides unavailable)

On this next graph, those orange boxes show this is for a life insurance plan with no waiver of premium. I did not want
to disclose too much Sun Life information so I took a pretty simple case. Historically, that group might have attracted
a profit charge of a half percent of premium. It would not have mattered whether they had a CFR or a deficit, anything
like that. It would have gotten the same charge. What we are doing now, is depending on the actual level of the CFR
in this particular example, the cost of capital charge will go down as the CFR goes up. The CFR has a dollar-for-dollar
offset on the capital requirement.

To put this into a client’s perspective and we have promoted this a lot this way, is if you are a client that has a well-
funded plan, no hold harmless argeements, not ASO. The increases in profit or cost of capital charges that we have seen
could be 10-20 times what they were before. It is a huge number. The market has really focussed on it now and is really
looking at it carefully.
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As Les also mentioned, you could argue that the capital requirements are too high. However, none of that really means
anything if the regulators require us to hold a certain amount of capital and in order to get the capital we need investors’
money. Investors will demand a return. If the market is not willing to pay the return, investors will move the capital
somewhere else and the capacity will go down. It is not going to happen overnight, but eventually that would happen.
So, how did we actually deploy this approach to the market?

The first thing we did was to come up with the formula. Then the next thing we did before we actually started applying
the formula, we held meetings across the country for a lot of our business sources and we actually explained what we
were doing. We gave them details, we gave them examples. So they would not be caught off guard at the next renewal
for their client and the client wonders what is happening. You are increasing my profit charge by 10 times? We really
focussed a lot on the mitigating factors. We also presented our strategy to a lot of larger clients, months, maybe even
a year, year-and-a-half in advance before it actually affected them directly, so they would have time to think about it.

We thought on a number of cases we would actually loose accounts, that they would go to market and try to find someone
else, but we did not see this in terms of increased lapse rates. We got a lot of kudos, if you will, for being up front with
clients and open or transparent on this. Now, at the same time that we introduced cost of capital changes though, we
also addressed allocated our formula to a line better with other resource use costs.

So, a very simple plan that did not use a lot of service resources may not feel the full impact because they actually got
an expense fee reduction at the same time. I think this part of our deployment was extremely important. Les mentioned
it earlier. Educating the clients, the brokers, the consultants in the business, but also your own staff, our sales people,
our underwriters.

A lot of this was completely new. They had to learn to explain it, to sell and deal with questions that might come from
policyholders so we spent a lot of time on this education piece. What was the feedback? Well, today the clients and the
market appears to have accepted the new practice. Like I said earlier, we are fairly successful in the fee increases and
cost of capital increases in. We have not seen a lot of lapses because of it. We have seen some, but not a lot. We see
a lot of growing interest in the use of capital reducing vehicles. FRS, hold harmless agreements. We have seen a migration
to ASO on smaller accounts. ASO maybe with stop loss so that they take on more of the risk.

I think it is turning the question of risk transfer into a more rational economical decision. In the old days, like I said
earlier, a poorly-funded plan or a well-funded plan did not attract different profit charges. If it does not cost you anything
more to transfer the risk then it does to take the risk yourself, what will you do? You will transfer the risk. That does
not really make any sense.

So what are the benefits to both clients and to the industry? I think it provides a more equitable distribution of cost among
customers. So customers that transfer less risk for instance will pay less than those that transfer more risk.

I think we need healthy returns to ensure continued existence of viable products and services. If those returns are not
there, capital will disappear and go somewhere else and those products and services will not be available.

I think price tied to the resources used will help remove waste from the system. It is not really just from my own
experience. The demand for services and products from customers is perceived to be free. If you have this all-inclusive
price that says your fee is 4% of premium or 5% of premium and you do not put a box around it, then you are pretty
much asked to do everything.

What are the potential consequences of this change? This is my own personal opinion, not necessarily that of Sun Life.
I think the increasing demand for financial performance will lead to more specialization in the industry. I think in the
past we tried to be everything to everybody. There is no way you will have all the resources you need to be everything
to everybody. You are going to have to focus your attention on specific market segments and do it well. If you are going
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to charge a client for something and use it as a differentiating factor, you are going to have to deliver. In order to deliver,
you need focus.

So that covers my discussion. I am going to turn it over to Wayne and he is going to give a reinsurance perspective.

...(applause)...

Panelist Wayne King: Well, after Les’ and Brian’s presentations, my job is a lot easier. I do not have to go into all of
the nitty gritty of the capital allocations for group business, nor do I have to extrapolate on the appropriateness of the
MCCRS for capital allocation.

I think Les has done a very good job in terms of creating food for thought. My opportunity here is to talk to you about
reinsurance. I am so glad to be here to talk about one of the components of what reinsurance is and one of the new
major initiatives of group reinsurance and that is structured reinsurance.

For such a long time, group reinsurance was very simple. How much Long-Term Disability (LTD) will the reinsurer
take? How little life business must the insurer cede to the reinsurer in order to get the maximum out of LTD relief?

The question that everyone asks is: Do you stop loss of LTD? Of course, the answer to that one is no. I have a list of
all of the intents in this session and so I do not want to hear that question again.

When I mentioned one of the components of a new major criteria for group reinsurance, I am, of course, talking about
today’s session topic capital management. Capital management, of course, is a very hot topic these days and for the
reinsurer it is one of the major components of a much larger field and that is financial restructured reinsurance.

The change in the financial services landscape, where the life insurance industry has emerged to rival the banking and
management industries for public attention, has created a lot of excitement for us in the reinsurance business. I am glad
to say it has as much application in the group business as it does in the individual life and investment products and
investment risk.

Today, I am going to talk about the opportunities for capital management through group reinsurance. Reinsurance,
simply speaking, really follows the insurance risk. Whatever portion of the risk is ceded from the insurer to the reinsurer
becomes, as long as the reinsurer’s licence in Canada, the responsibility of the reinsurer. Plus, the reinsurer can reduce
its MCCSR requirement in direct proportion for the amount of risk that is transferred to the reinsurer. The reinsurer
calculates its MCCSR in the same way as the insurer. That is why I do not have to do this work because Les did it
already. The same requirements apply to the same degree, as the more business you cede, the more MCCSR you transfer
to the reinsurer. The most effective method of reinsurance to achieve this purpose, i.e., the amount of capital requirement
transferred to the reinsurer, is to quota a share.

Quota share is ceding a proportion of the business as in 75% of the entire risk. The reinsurer typically offers with the
cession, assuming the business is experienced refund the possibility for the insurer to cede business and capital respon-
sibility away without having to cede all of the profit. As the profit is generated from the business, a portion of it and
that is up for negotiation, is returned to the insurance company.

However, the less net risk that is passed on to the reinsurer then, the less amount of risk charge is required by the
reinsurer. The issue becomes, therefore, how to lower the amount of risk transferred and one of the key components
of risk transfer is capital transfer.

(Slides unavailable)

The first slide basically summarizes what I have gone through initially, the reinsurer follows the insurer. The insurer
can reduce its MCCSR for risk transfer to the reinsurer and the reinsurer calculates the MCCSR in the same way as the
insurer.
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The same requirements apply to the same degree. Therefore, on the surface, there is a 1-1 correlation of capital seeded
by the insurer and capital assumed by the reinsurer. If the total amount of capital required before reinsurance can be
reduced after reinsurance then there is an opportunity to reduce the amount of capital required.

If, furthermore, the reinsurer has a lower cost of capital, then more of the capital responsibility is passed to the reinsurer
and, therefore, the lower the overall cost. If we combine the two, we have achieved a lower cost on a lower amount of
total capital required.

What are our opportunities to reduce capital? Les and Brian discussed opportunities to reduce capital by the policyholder
assuming more responsibility. Some of these methods are not applicable in a reinsurance transaction. Reinsurance requires
a transfer of risk. The non-opportunities for reinsurance capital management are the guaranteed no-risk transfer or no
risk to the insurance company, no risk to the reinsurer. A guaranteed deficit repayment. A hold harmless for these
situations, the risk is simply transferred back to the insurer. Opportunities to reduce capital again. There are two main
ways to reduce capital through reinsurance. One, is the statistical fluctuation factor. I jumped ahead.

(Slides unavailable)

There is less shown on this slide than the statistical fluctuation factor for mortality and morbidity which provide for a
variance to the amount of capital required based on the size of the business of the insurance company and of the
reinsurance company.

Thus, the statistical fluctuation factor is actually pretty powerful. It ranges from mortality 0.6 to 1.25, so the smallest of
companies have to hold twice as much capital as the largest of companies. The range for morbidity is a lot smaller, but
the target level of capital required is also a lot smaller. So for mortality you get to have the 0.6 factor at $1 billion of
capital required whereas for morbidity you can achieve the minimum amount of capital at $100 million of total capital
required.

The other major technique is to use deposits in excess of liabilities. Experience rating refunds, claims fluctuation reserves,
and funds on deposit with the reinsurer qualify in the same way as a retention or refund policy of a direct insurer. The
reinsurer gets to reduce the capital required up to the amount of the mortality and morbidity risk components. So, just
like for a large refund case, if there is a CFR on that refund case and the insurer gets to reduce the amount of capital
allocated to the business, so too in a reinsurance arrangement where the insurer is ceding to the reinsurer business and
the reinsurer is holding a claims fluctuation reserve for ERR has funds on deposit, then the reinsurer gets the same capital
relief.

Here we have an illustration of the amount of capital, which could be reduced on the reinsurer’s side. This is for LTD
business. The left hand column is the MCCSR component and Les went through these C-2 for new claims, C-2 for
continuing claims, and then we see a line that shows the CFR at the maximum target amount is 25% in this illustration.

Also, 25% is the limit to which there is no tax applicable for the excess. If the CFR is greater than 25% of annual
premium, then the excess is earnings. The statistical fluctuation factor, which we have talked about before and the
C-1, C-3 risk factors, is investment and interest rate risk.

As we go through them for illustration, we have assumed $100 million of reinsurance premium. There is no point in
thinking small, which would have approximately $330 million of disabled life reserve and we have also assumed that
the IBNR is about $34 million, which is in the bottom line. For these assumptions the MCCSR risk factors are shown
in the next column, so for the premium it is 12%. We have assumed that the reinsurance premium in a sense and
reinsurance risk is not guaranteed for more than one year.

Of course, the claims are guaranteed for infinitum. So, the MCCSR component factor is 12%, the lowest one. This
produces $12 million of MCCSR risk component. The continuing claims is about 6%. The average range is between
4% to 8% depending on the duration for LTD.
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This produces a $20 million risk component. The CFR: if we are at the maximum of 25% of annual premium gives
us a 1-1 offset here and that gives us a $25 million credit.

The statistical fluctuation factor and we have said that it is at the optimal, the amount of business in force and, therefore,
the total amount of capital required by the reinsurer is at the maximum level. This produces a total MCCSR risk
component of $5 million. C-1 and C-3 add an additional 2% of requirements basically add another $7 million. This
produces then a total capital of the reinsurer’s business of $12 million, which is basically the $12 million, plus $20 million,
plus $7 million, less the $25 million. Plus the $7 million for the C-1 and C-3 risk. So we have taken in essence what
was a capital requirement and turned it into a non-capital requirement.

If we looked at 100% of the business, following this methodology would change the amount of capital required for the
total group insurance business by about 50% and would reduce the capital requirement by about 50%, as long as the
reinsurer is giving full credit to the insurer, then since the amount of capital in total has been reduced the amount of
capital therefore the amount of capital the insurer has to maintain, has been reduced. Therefore, the amount of earnings
that the insurer has to achieve on the smaller amount of retained capital has been increased.

The advantages of this type of methodology: we have two opportunities to reduce capital. One is through the statistical
fluctuation factor. The reinsurer’s statistical fluctuation factor is a lower factor and produces lower capital requirements
then the insurer. The other is the ability to change the capital requirement into an asset to the insurer and ultimately
a liability from the reinsurer to the insurer.

There is an advantage to the insurer as long as the reinsurer passes along the benefit of savings. Those are the two major
components to capital management and capital opportunities resulting from reinsurance.

If we combine the capital efficiencies that you can achieve through the use of reinsurance with an additional lower cost
of capital available from the reinsurer, then you have an increase again by using reinsurance where you might not have
used it before.

Capital management and structured reinsurance: capital efficiency is just one of the desired outcomes of a structured
reinsurance program. A well-designed structured reinsurance program can also help with the results, volatility, and
ultimately with tax management as well.

In addition to risk relief, a structured reinsurance program still allows access to the reinsurance business management
services including claims, underwriting, and actuarial assistance.

...(applause)...

Moderator Rehbeli: Thanks, Wayne. We have a bit of time for questions, comments or discussions. If you would please
just stand at one of the two microphones there and state your name for the record.

Mr. Denis Garand: I have a question for Les on how you apply the MCCSR. You were talking about different ways of
minimizing this capital. If an insurance company decided to structure or a policyholder says they want to go to an ASO
arrangement with aggregate stop loss, but they have not really changed the underlying risk, how is the MCCSR applied
to that? Do you know?

Panelist Rehbeli: I think that currently the MCCSR does not give any capital recognition to an ASO case. If you were
literally following the MCCSR formula, that case would not have any capital applied to it.

Mr. Garand: ...(off mike...inaudible)...

Panelist Rehbeli: I am not 100% sure, but I do not believe that the stop loss portion of it, really if you strictly literally
follow the MCCSR formula, I do not think you would have any requirements.
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...( microphone knocked over)...

Unidentified Speaker: While Ken is recovering, I will ask my question. You will find in group insurance circles a lot of
interest in managing LTD plans by looking at year of claim analysis and identifying the cost of each disability year.

It strikes me that is a very useful approach to managing LTD plans, but I am wondering how it fits in with this way
of allocating capital and assessing risk charges back to clients. It seems to me that it would make most sense for a client
to pay the cost of each disability in the same year, and yet we have this continuing claims element which means we
do have this ongoing capital requirement.

I just wondered if any of you could comment on how you would deal with this. It seems to me the policy ought to
be able to have the opportunity to pay the cost of capital charge; whatever it is in respect to each disability year in that
year and not have to worry about it any further. On the other hand, you have the companies they do have to hold the
capital, there is a bit of dichotomy.

Panelist Rehbeli: That is an interesting way of looking at it. I guess the main point is that from the company’s perspective,
they are still on risk. An estimate made at a point in time might be incorrect and if you revisit that same disability a
year or two years later, the experience may have got better or worse, and as you say the company is still being forced
to hold a particular MCCSR component attached to that.

I think one could choose to address that in their internal pricing formula and allow a policyholder to charge one time
only and then defer the cost of the capital themselves because they themselves would have to bear that cost over time.

As well, the charge to the policyholders would be quite high because you would have to look at the level of capital
required from that one underwriting year from that loss and incurred year, and then project out the run off of claims
incurred in that year. So you would end up doing a present value with the amount of capital that is required for not
just the current year that the policyholder is paying the premium, but also for all the subsequent years that the capital
is required.

It would not be a lowering of the cost requirement. It would be a shifting of it to an incurred year basis or loss and
incurred year basis compared to a financial year basis. They are charging for a total amount of capital incurred for that
year for all claims incurred.

Panelist Kassner: I have a continuation of this. Is not the answer to that, rather than charging the cost of capital as a
percent of premium for the continuing claims portion, reduce the interest rate on the evaluation interest rate for the DLRs.
That is what we do. Then it is a front charge right away because the DLR is that much higher.

Panelist Rehbeli: To a certain extent, I guess the C-2 continuing claims component does address that because the factors
are based on the reserves themselves, which factors also depend on how much time is left in the benefit period. So an
aging block will have different capital requirements from a new block. Another way of recognizing that is through the
evaluation interest rate as well.

Mr. Ken Fraser: The discussion to that point is really focused on financial capital, the financial assets that a company
has to have in place, but, in fact, there is an operational capital that is employed in the group operation. I just wondered
if Les or Brian want to comment on how you bring that into the pricing equation. How do you reflect the fact that you
have got capital tied up in systems and furniture and buildings?

Panelist Kassner: We do not specifically address that in the formula. Although, if you use ASO Business as an example
where there is no financial capital, we do have a minimum profit charge.

Panelist Rehbeli: To a certain extent, I guess the C-2 continuing claims component does address that because the factors
are based on the reserves themselves. The factors also depend on how much time is left in the benefit period. An aging
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block will have different capital requirements from a new block. Another way of recognizing that is through the
evaluation interest rate as well.

Mr. Gregory D. Lawrence: Just a quick comment. First of all, I think there are practical challenges in charging for
continuing claims risk at the policyholder level because you have terminated groups that you cannot charge them
anything for.

A question for Les. You mentioned when talking about overdue premiums and deficits that the real risk there is a credit
risk. I am just wondering do you not also have to consider the risk that the policyholder might lapse.

Panelist Rehbeli: The activity upon lapse, the risk upon lapse, is that the policyholder then leaves you with a deficit so
you have lost money on that particular case. I guess there is an additional risk that you might not be able to recover
some of your acquisition costs, or your system costs.

The real risk in my mind is that the group goes into a deficit and then lapses, which is really a credit risk. You are
essentially borrowing money from that group.

Any other questions or comments? Thank you very much. This session is adjourned.

...(applause)...


