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Moderator Simon R. Curtis: The topics that we are going to be covering today are some working drafts of some education
notes that we are working on. One is an income tax education note and the second one is an expense education note.
Then we are also going to cover an education note, which is about to be released, on a study of mortality assumptions
in the Canadian Generally Accepted Accounting Principles (GAAP) valuation. Those first two notes are actually in the
draft stage, the income tax and expenses. The third note at the bottom on mortality assumptions is actually in the stage
of being about to be published. It has been approved by the Practice Standards Council (PSC).

The other issue that we will cover this morning is a review of an initiative taken to review the website and try to inventory
all of the material that, the Committee on Life Insurance Financial Reporting (CLIFR) believes, is sort of body of
governance language for GAAP valuation. We have been looking at the website and trying to decide what material is
no longer relevant so that we make sure that it gets dropped and that we produce a reference list of material.

The speakers this morning are Jacques Tremblay, who, as of this morning, is the new CLIFR chair. Last night was my
last time to chair a CLIFR meeting. Jacques is going to be going through a draft income tax education note and the
mortality education that is about to be published. Jim Doherty is going to cover the draft expense note. Our third speaker
could not make it so I am going to cover off the reorganization review of the CLIFR literature on the website and other
places. With that, I will pass it to Jacques.

Panelist Jacques Tremblay: Good morning, everyone. As Simon mentioned, the topic of my presentation this morning
will be to disclose to you the work that we have been doing on the education note on taxation and the education note
on mortality. There is a comprehensive handout at the back, which should prove to be a useful summary for you to
read at your convenience.

I intend to go over the slides somewhat quickly since I have a lot of material to cover. I apologize for not having the
mortality note published just yet, but I think that most of the information is in the handout. I will cover that in a few
minutes. The education note on taxation is pretty far along. The mortality note has been approved by CLIFR, has been
reviewed by Lesley Thomson and Nick Bauer from the PSC. The English version has been approved and we are just
waiting for the last appendix to be translated, and we do not expect any difficulties.
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My comments today reflect the work of the CLIFR subcommittee’s experts whom we gathered to date in this development
of the education note on taxation, as well as some feedback from CLIFR. The subcommittee has submitted a draft
education note on tax that we considered and some changes have been made. Some changes are still likely to be made
so this presentation may not necessarily reflect the final version of the education note, but, as I mentioned, it is pretty
far along. What we wanted to do today was to provide you with an update on the note.

The subcommittee was formed in 2001. Our experts were Paul Della Penna, Ty Faulds, Chris Humphreys, Lesley
Thomson and Jason Wiehe. The mandate was to clarify the treatment of projected taxes, based on income tax, under
the Canadian Asset Liability Method (CALM) and to provide supplementary to Life Standard of Practice (LSOP) Section
7.28 and also the draft Consolidated Standard of Practice (CSOP) Section 2320. Section 7.28 is not that long. It gives
a bit of guidance on income tax, but obviously that was not enough because the subcommittee found that actuaries were
interpreting Section 7.28 in many different ways, and we will see that in a second.

The educational note applies to policy liabilities of all types of contracts written by insurers operating in Canada. It deals
with the treatment of income tax and alternative taxes. My presentation will provide background and details on each
of these five main topics:

• Policy-related tax cash flows

• Reserve under claim and loss carry-forwards

• Policy-related balance sheet items

• Recoverability

• Tax-deferred asset.

The projection of tax cash flows in the valuation should be based on assumptions that include margins for adverse
deviations (MfAD). If taxable income equals stat income, there is no need to provide for income taxes in the valuation
because the statement income will be predicted to be zero if the valuation assumptions materialize. So we kept that out
of Section 7.28. We do agree that it is not as straightforward under CALM, but the basic principle would apply for a
particular scenario. In theory, the tax cash flow should vary by scenario because your policy premium method (PPM)
reserve will change, but, in practice right now, it is not usually done. We feel that it is okay as long as it is unrelated
to the valuation result. Bob Willis, who was on the CLIFR Committee, is writing a note with some members of CLIFR.
In essence, they are looking into how to do approximation to CALM, specifically with taxation.

Projected taxable income may be different from projected stat income for a number of reasons. The main important ones
are that you would have a difference between policy liability and the corresponding tax reserves between the pre-imposed
1996. Capital gains may be different with respect to GAAP treatment versus tax rules. Some class of assets are getting
preferential tax treatment, like the Canadian exemptions from tax of dividends on common shares. Also, amortization
and loss of carry-forwards, non-deductibility of certain expenses, and also intangible assets would have different treatment
of their GAAP impacts. So you have to take that into consideration.

So, the first key topic is policy-related tax cash flows. According to the LSOP, the valuation of policy liabilities should
include provisions only for policy-related tax cash flows and not for other taxes to be paid by the insurer. The actuary
needs to identify which projected income and alternative taxes are policy-related and which ones are not. Since there
is only one taxpayer, in essence, the process involves an allocation of future taxes between policy-related and non-policy-
related. The consequences, if future tax cash flows are considered policy-related, are that there will be a discounting effect,
which can be substantial, and that discounting effect will be included in the policy liabilities.

Future recoverability or future tax assets, with respect to loss carry-forwards and underclaims, if they are policy-related,
they become subject to the actuary’s recoverability test, which may or may not be more stringent than the accountant
test under CIC 3465, which is more likely than not. So there is going to be a need for discussion between the accountant
and the actuaries on recoverability.
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(Slides unavailable)

This slide identifies future policy-related tax cash flows arising from the liability side of the balance sheet. Projected tax
cash flows, arising from the difference between MTAR and policy liabilities, are policy-related. These will include income
taxes arising from the reversal of the temporary difference that exists at the balance sheet date. It also includes income
tax arising from occurrence after the balance sheet date, and later reversal of the difference, and capital taxes arising from
difference between maximum tax actuarial reserves (MTAR) and GAAP policy liabilities. The fact that current MTAR is
equal to policy liabilities does not mean that there will not be a difference projected in the future. You should be careful
about that item.

This slide identifies future policy-related tax cash flows arising from the asset side of the balance sheet. Projected tax cash
flows from investment income on assets supporting policy liabilities are policy-related. These include income taxes on
investment income of assets supporting policy liabilities, and capital taxes on real estate assets supporting policy liabilities.
Projected tax cash flows from investment income on assets not supporting policy liabilities are not policy-related.

Two topics are underclaims and loss carry-forwards. Whether or not underclaims or loss carry-forwards can be considered
as policy-related generated a lot of discussion within the subcommittee and was quite a controversial topic. The
underclaims would arise if there was a difference between the claim tax reserve and the MTAR. The treatment of
underclaims and loss carry-forwards varies among actuaries. The two basic approaches that are in use are to say that the
projected taxes associated with the reversal of the underclaims and the loss carry-forwards are not policy-related. The other
option is to look at the original source of the underclaims and loss carry-forwards, and it determines whether the
associated or projected taxes are policy-related. We found that, if applied consistently following management practice,
each approach can be reasonable, based on the circumstances of the company, and can be consistent with current
standards of practice.

If we look at the first approach, which is the underclaims and the loss carry-forwards, these are not policy-related. What
it does, effectively, is ignore the underclaims and loss carry-forwards in the policy liability valuation process. The result
is that the future tax asset, in essence, belongs to surplus and will be reported on a discounted basis. We found that it
is simple, practical and easy to disclose in the notes to financial statements. It considers both the underclaims and the
loss carry-forwards as past events, and the rationale would be that the policy liability is calculated prospectively and not
historically.

The second approach depends on the facts and circumstances. The questions that you have to ask yourselves are how
and where did the loss or underclaim originate. If it originated from policy-related items, then should it be policy-related?
Who has ownership of the loss or the underclaim? Who is entitled to realize the benefit when the loss or the underclaim
will be utilized? The relevance of the company’s management philosophy and practices, with respect to tax allocations,
will have to be considered. It is not necessarily an all or nothing position. In terms of some of the underclaims or loss
carry-forwards, none or all of it can be considered to be policy-related; therefore, the discounting impact will affect these
items.

One of the difficulties that we had was what if the original source is not readily identifiable. You could reason that the
underclaim only exists because of policies. If you do not have policies, you are not going to have tax reserves or stat
reserves; therefore, no underclaim. You can conclude that a loss carry-forward as well would exist even without policies.
It is a loss that occurred in the past. If you have no policies, you are still going to have that on your books. And you
could conclude that the underclaims are policy-related, but the loss carry-forwards are not.

Let me walk you through an example to show that numbers are worth a thousand words. I have corporate tax rates going
from 40% to 33.5% over 2002 to 2005. I have a level valuation interest rate of 6.5% for simplicity. Let us assume it is
a result of one scenario and that is my CALM reserve. The MTAR is defined as per the tax rules. They are 1,500 in
2001 going to 600 in 2004. The policy liability in your income tax is 1,200, 1,150, 900 and 500. So the first thing that
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you would do would be to calculate the difference between the MTAR and the policy liability. So you would get 300
in 2001, 250 in 2002, 175, 100 and 0.

The taxable income, with respect to the temporary difference, is the difference of the differences between the MTAR and
the policy liability so the 50 is equal to the 1,500- 1,200 minus 1,400- 1,150 or 300 minus 250. So that is how you get
to the 50. You apply the tax rate, 40%, and you get your tax cash flow of $20 in that one year. You do that for all future
years and you get the vector, and if you discount that vector at an after-tax valuation rate, you are going to get 95.7
at year end 2001. You add that to your 1,200 and you get 1,295.7. Under that example, the underclaim and loss carry-
forward are assumed to be surplus items. They are not policy-related.

Now, let us assume that we think that the under-claim and the loss carry-forwards, in this example, I have a loss of $200.
I believe that it is policy-related. The taxable income, with respect to the temporary difference, is the same as what I had
in the different page: 50, 75, 75, 100, and that is just coming from the reversal of the temporary difference. But, now,
I can utilize the loss against that income, and I also have income from other sources so I can use all of it in this line
of business. If you do the 50, minus 100, you get minus 50 in year one, minus 25 in year two. The 75 and the 100
are just like in the previous example because, at that point, I have used my underclaim. It is all gone.

If you do the present value of that vector now, again using an after-tax valuation rate, you get 23.6 in year 2001. So
you get 1,223.6 as a reserve, which is less than what we had before, which is more than the policy liability. In this
example, because I am using a loss, my future tax cash flow is less; therefore, my policy liabilities are going to be less.
That is the impact of bringing in the loss carry-forward in this equation. My future net tax cash flows are reduced by
the utilization of the loss, and I reflected that in my policy liabilities.

(Slides unavailable)

The next slide shows something which is very important, which is that you need to double-check what the accountant
will do on the balance sheet and ensure that there is not going to be any double-counting. Under the not-policy-related,
the accountant will set up a future tax asset of $77. You get to the $77 by using the $200 of loss of underclaim, times
the average tax rate over the utilization period, which is the average of 40 plus 37, divided by two, so you get my $77.
The sum of the 1182.3 and the 113.4 is the 1295.7 that I had before, which was the policy liabilities calculated, assuming
that I do not take into consideration the loss carry-forward at all.

Under other sources, which are the policy-related item, the 1189.5 is what we had shown on the previous item. The
essence of it is that you are finding out that, if you say that they are not-policy-related, you get 1218.7 as a liability;
if you say that they are policy-related, you get 1223.6. What this example brings out is that the future tax asset has been
recognized in the policy liability. The effective discounting is in the policy liability and you need to take into consid-
eration what the accountant will do to make sure that you are not double-counting any items, which is, in essence, what
this slide is saying here.

In terms of recoverability, according to the life standards of practice, projected tax losses should be used to reduce the
value of policy liability only to the extent that the benefits of those tax losses are recoverable. The life standards of practice
say the following about recoverability. Recoverability should be considered in light of the valuation basis, i.e. future release
of provision for adverse deviations are not a legitimate source of recovery. So we are confirming that again in the
educational note. Recoverability should be considered, based on the projected tax position of the company overall. A
margin coverage deviation should be applied to the extent that there is uncertainty about the ability to realize the benefit
of future tax losses.

Projected positive tax cash flows in one line of business can be used to recover projected negative taxes in another line
of business. Carry-forward and carry-back rules can also be applied. One item that we are still discussing is that some
actuaries overview that the taxable income, associated with the position of policy liabilities, should be the only allowable
source of recovery. We were taught an example yesterday as well. Basically, you could under-claim your MTAR, which
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we will call CTAR, make it equal to your stat liability, and all you are doing is deferring your utilization of that loss
carry-forward over time. You are bringing a higher effective discounting in the policy liabilities. That is the impact of
assuming that the only tax will only come from the one line of business that could be used to recover.

The CIA standards allow for some, but not all taxable income on surplus to be allowed as a source of recovery.
Assumptions used to predict investment income on surplus assets would include margins for perceived deviations that
are consistent with valuation assumptions. Some actuaries support an approach of limiting the amount of surplus that
could be projected to some percentage of Minimum Continuing Capital and Surplus Requirements (MCCSR) ratios, but
this is not required by the standards of practice. Really, the only test that we are asking people to follow is the
recoverability test.

Taxable income arising from future sales is not an allowable source of recovery. Taxable income arising from renewal
of the enforced liability is currently being debated by CLIFR, and there is some support at CLIFR for allowing income
beyond the term of the liability where it is not similar to new sales. So we are looking into the term equal to zero on
seg funds, as well as the fact that we are allowing the actuary to set up a negative liability equal to the amount of
unamortized acquisition expense and extending the term of the liability to act on the seg funds to at least recognize that
as well, and we are discussing whether it should be for recoverability testing, whether it should be even past that. Taxable
income from planned future capital injections would not normally be an allowable source of recoverability.

The last key topic is tax-preferred assets, and what we have in the educational note is in essence what we had last year
in the fall letter. If tax-preferred assets support policy liabilities, projected income tax cash flows are lower than they would
otherwise be, which results in a lower policy liability, and that is fine with LSOP and accounting guideline 9. You need
to ensure that there are sufficient sources of recoverability and appropriate margins, and you need to consider the risk
of a successful adverse tax interpretation by the tax authorities.

I have a comment about the Canadian Investment Fund (CIF) fund. I know that it is impacting large companies in
Canada. This is not something that had already been discussed within the task force, but we are not going to drop the
topic. We are going to see what we can do there.

Issues not yet addressed are how to determine subsets of CALM, specifically for pre-imposed 1995 splits, other allocations
between the par account and the shareholder account, and impact of policyholder taxations on policy liabilities.

Having said all of that, the tax note is in really good shape. Lesley kindly put together what the task force had as ideas,
and she did an excellent job. In February, I took the note to CLIFR and we had monthly conference calls about the
note. The underclaim and loss carry-forward were certainly things that we had difficulty with. There were already three
different ways of looking at them. We could not get agreement, but we felt that you genuinely had to follow company
practice and, if you do not change your practice from one year to the next, then it will be consistent with the standards.
We do want to narrow the range of practice, and I feel that the education note does that. It does educate the membership,
it will be an educational note, and that was the best way to approach underclaim and loss carry-forward. The goal for
the tax note is to have another very strong draft before the Appointed Actuary Seminar and, if CLIFR is comfortable with
it, we will vote on it as well before the AA Seminar and send it to the PSC. We certainly want the note to be out and
in effect by the end of this year.

In terms of the education note on mortality, as I mentioned when I started my presentation, the education note has been
approved by CLIFR. A lot of members of CLIFR were present at the meeting and all voted favourably for publishing
the note. It has had a really good review from Nick and Lesley, and we have the approval from the PSC, but we do
not have the full vote yet because we are waiting for the French note to be ready. We expect that to happen over the
next couple of weeks and we carefully followed the guidance of the General CSOP about the use of words, like “should”,
“must”, “could”, “appropriate” and “inappropriate”.
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Under the General standards, which are not approved yet, “should” is a word that mandates. If you say that the actuary
“should”, it is prescriptive. The actuary must or the actuary should do that. It is not a choice. If you use “could”, then
you can find situations where potentially you are in a different situation and you do not have to follow it. The tax note
had “should” everywhere so we had to go back and replace all of them with “could”. Items like “it may not be
appropriate”, the word “may” was put in front. It was cumbersome, but we did it.

In essence, all future educational notes and research papers will have to be that way. Again, it is something that CLIFR
is trying to do. We have members within CLIFR coming up with a draft educational note. It is something very specific.
We are asking for selected experts to get involved. With respect to the mortality note, we had all the large reinsurers
committing one person and reviewing the mortality note. Since they are insuring most of the mortality risks out there,
we wanted to ensure that we had their approval with respect to this particular item. Harry Panjer made a significant
contribution as well, with respect to the theory behind the credibility methods that are within the note.

The educational note applies to Canadian individual, fully-underwritten business. It applies only to the expected
mortality assumptions so there is no discussion on the margins. That is a different note. It provides a full tool kit on
how to develop the expected mortality assumption. The five major sections are:

• Assemble data

• Prepare data

• Look at differentiation

• Credible data and how to blend it

• Other potential adjustments

The current Life Standards of Practice prohibit the application of mortality improvement after the valuation date for
valuation purposes. That is something that we kept in the note, but we did answer the questions of what to do about
mortality improvement between the date of the study and the valuation date. We say that the actuary may apply
improvement or deterioration to a table from observed mortality experience to that expected at valuation date, but not
beyond. If appropriate to the circumstances of the company, that is, the actuary may use historical trends to extrapolate
mortality improvements to the valuation date, but the actuary would ensure that the data used in performing the analysis
is homogenous and the actuary would also ensure that the data used to calculate the mortality trend is credible.

The paper defined credible at 100% if you have 3,007 actual deaths, and that it is based on a simple Poisson model.
Partial credibility is defined as the square root of N over 3,007, not being greater than 1. The paper also recommends
the use of the normalized method to determine expected mortality for sub-categories, which is something as well that
the membership wanted guidance on. The normalized method takes into consideration the credibility and the A&E ratios
of the sub-categories, and the blended A&E ratios are adjusted to reproduce the expected claim level at the total company,
using the total company data.

It has four great steps, and again I came up with a small example to highlight these steps. So the green numbers are
data, the blue numbers are calculated from the data, the black numbers are some of the components. So what you do,
under step one, is that the actual expected ratios are just the claims divided by the reference table claims. So we divide
161.5 by 231, and you get 69.9% as a male A&E ratio. Credibility associated with this is the square root of 161.5, divided
by 3,007, which gives you 23%. You do the same thing across.

Under step two, you use the 26%, which is the total credibility at the company level, and you apply that for each sub-
category. So the 73.3% is using the 26% credibility at the company level. You do 26% times 69.9, plus 34% times 74.5,
and you will get the 73.3. Keeping the 23% as a total credibility, you do the same thing for female. You will get the
75.7.

Now, taking the sub-category credibility information into consideration, you bring in the 23% credibility for male and
the 11% credibility for female into consideration. So, in order to come up with the 73.4, you use a 23% times 69.9, plus
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77% times the industry, which is 74.5, and you come up with the 73.4. For the female, what you find out is that, as
you have a lower credibility being only 11%, your assumption is going towards the industry more and more so the lower
your information is credible, the more you are going to go towards industry data. Then you calculate the expected claim
amount, which is the 214.1, which is just the sum of the 169.6 and the 44.4, and this 34.2% is also calculated as dividing
the 214.1 by… I did not do that! Thank you.

So, using the sub-category credibility, you will come up with the 169.6 as expected claim for male, 44.4 for female, and
then you sum them. You get 214.1, and it does not match the company total, which is 212.8. So you just pro-rate. So
you solve for the 212.8 and, using that pro-rata, you multiply all the numbers that you have in step three to give you
what is called the normalized method at the end of the day. So the note has all kinds of examples, and it is something
that we painfully went through, made sure that all the numbers reconciled back and forth, and I am sure that you will
find it very useful.

The note goes into details as well on, once you come up with your blending and your credibility and you have a mix
of industry data and company data, what should you do about preferred underwriting? So we kept what we had from
previous fall letters, and there is a nice section on it. We also kept the mortality deterioration out of the Valuation
Technique Paper (VTP) 2, and that is in the note.

One additional section is on some of the caveats of joint equal age and joint equal and single age. So the note specifically
mentions that you need to be careful about the slope of the mortality curve that you are going to use in the valuation
and, if you come up with an equivalency at issue, well, that equivalency may not be correct in five years’ time or in
ten years’ time. It warrants you about making sure that if you use an approximation, to test it from time to time because
you may find that you are over-providing in your reserve at issue or being equal to present value future debt benefit,
but, as you move forward, you are going to lose ground. The thing to check is the mortality slope, and it does give
examples as well. Again, it should be published in a couple of weeks. So, thank you.

…(applause)…

Panelist James B. Doherty: Good stuff! I do not know which is more exciting, taxes or expenses. Jacques’ presentation
had lots of numbers, which is probably why the computer went funny on him, but I am not going to bore you with
numbers today too much.

The education note here is that we are going to be talking about this draft education note. We have been working on
this in fits and starts for about a year now, I guess. Anna Manning has been the chair of the committee, and there has
been a group of about five or six of us involved in it. I want to go over why we are doing this. If you go back in the
history, there have only been about two papers ever published on expenses, and yet it is one of the most significant
numbers. If you were to decompose your policy liabilities, you would find that policy expenses are a fairly large chunk
of it. There have only been two papers, fairly old and outdated, which really did not cover a whole lot. If you have
ever read the research paper produced in 1992, it sort of told you about apple pie and motherhood. It really did not
give you much detail about what to do about it.

So we felt that there was really a need for an education note on this because of the introduction of the Life SOP and
also the fact that the upcoming CSOP really does emphasize a bit more on expenses, but, again, both of those do not
give you a whole lot of guidance on what to do around expenses. Of course, now that we are using the DAC on these
seg funds, we wanted to talk a little bit more about acquisition expenses, and, of course, the usual thing that CLIFR
is trying to provide guidance so that there is some narrowing of the range of practice.

So what does the expense-setting note look like? It is really broken down in only about four chapters and an appendix.
The first chapter really talks about why we are doing this, and the whole focus of the note is on determining the best
estimate assumption for expenses that are going to be used in policy liabilities. It is not every expense that your company
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has – although I will come back to that issue – but the true focus is on what you will use in the valuation of your policy
liabilities.

Then, we have a chapter which we call inflation but I think it is probably better named some sort of future adjustments
to expenses in your assumptions. We are still working on this. So we are still crafting words.

Then, we have a reasonably extensive chapter on special situations. I am going to come to that because there is a long
list of special situations that we wanted to cover and give some advice to the actuary as to how they may want to choose
to use them. Then there is a short chapter on acquisition expenses and then a fairly lengthy appendix on how you would
actually conduct an expense study because, from my own personal experience, I have never seen any literature anywhere
in the actuarial field as to how people actually would go about doing an expense study. So we thought that we would
give some advice to the actuary on how they might want to consider doing an expense study.

Determining the best estimate assumption is probably one of the most important things here in that we are suggesting
that the actuary look at only the relevant expense experience related to the relevant policies. “Relevant policies” is a term
that they use in the CSOP to describe which policies you are doing your valuation on so we are picking up on those
words so that people can make sure that there is a close link between what expenses you are talking about and the policies
that you are working on.

Then we are also suggesting that you take a balanced view between the level of detail that you drill down on your
expenses and the sort of utility or how useful the data will be. We talk a little bit around that and we give some general
principles around it. One of the important things is that, through this exercise, we are ignoring income taxes. We have
a whole education note on income taxes, which may not necessarily deal with the balance between what you are including
in your valuation for income taxes and what you might be including in your valuation for other expenses. But, for the
purposes of this setting out, we did exclude income tax. Having said that, in terms of all other taxes more in the nature
of an expense, we have tried to cover things like premium packs and GST and things like that.

Now, we give a couple of principles in this first chapter on determining, one of them being this balance between detail
and utility, but the other one suggesting that the actuary consider how the current valuation systems are using expenses
in the various models or computer systems that they have. The vast majority of valuation systems use some sort of
unitizing process, either dollars per policy or percentage of premium or dollars per claim or dollars per amount of claim,
and things like that, so, generally, the focus is on a unitized thinking for the expenses. But we also wanted to consider
the case and you see that, in some of the special situations, where we talk about the possibility of looking at some expenses
and aggregate, generally, when we think about those, they are expenses that might currently be very large expenses,
which will run off reasonably quickly over a short period of time and may not be worth the effort to unitize them when
you can just run them off as an aggregate number, because there is quite a reasonable amount of effort in trying to unitize
expenses.

So, the chapter on inflation, which is really more focused on future increases to expenses generally, really focuses. We
talk generally about inflation itself, how you should reflect inflation, and I think that, as I was reading it just now, the
number of words missing ideas, we still need to put pressure to bear on this. But the other thing we talk about is how
you would reflect productivity increases. First of all, around this issue, we do try to come up with some general principles,
that we apply, that the actuary would consider before looking at how they would treat inflation, how they would treat
productivity or, for that matter, how they would treat expense overruns. So the idea is that you would keep these general
principles in mind when you are trying to set these things up.

Some of the principles that we talk about is what your historical experience is, in terms of inflation, in terms of
productivity, and what sort of timeframe you should be looking at, particularly, when you are thinking about produc-
tivity gains or expense overruns. How long into the future would you either consider a productivity gain or how long
into the future would you consider an expense overrun to last before you should stop doing that?
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Certainly, one of the general principles is that you would not assume productivity gains forever in the future. The other
sort of general principle that we talk about is, if management has a clear plan for dealing with your expense overruns,
normally to drive them down, or a clear plan to generate some of these productivity gains around that, we suggest that
the actuary look to see whether the company has past experience of successfully driving their unit cost down.

Now, one of the most interesting parts of the paper, I think, is the special situations section. Here, what we did was that
the committee got together and talked about all the different situations that we could think of, where the actuary would
want to consider things that are unusual in one form or another. Now, some of these are pretty obvious, like with a merger
or acquisition. For each one of these sections, we tried to put down some thoughts. Again, we put down a bunch of
general principles around that issue, that people should consider when dealing with general principles, things like
whether a company have a clear plan to, in fact, deal with this special situation, whether it is a merger or an expense
overrun or anything like that. Another general principle is that, if you are going to include some sort of future
productivity gain, say, from a merger or the acquisition of a block of business, the actuary also has to consider the
expenses that are being incurred in order to generate those future gains. In other words, you cannot sort of take the good
part without considering the bad part of things.

The usual sort of general principle that you may consider that the company is a going concern or that a particular block
of business is a going concern, if there is a situation where you may have a very small block of business right now and
fairly high expenses because you are in start-up mode or something like that, how much consideration you should give
to how big the block of business might be in, say, five years or some future period of time and, therefore, be at a more
sustainable set or level of unit costs.

Of course, another general principle that we suggest is that the actuary consider reconciling what the unit cost, the total
of the unit costs that they have coming out of their expense or out of their valuation, compared to the actual costs that
the company is incurring for that particular block of business. As an example, I do not want to go through every one
of the special situations, although one thing I will say is that, although this is a work in progress, we feel pretty
comfortable about where we are now. If anybody would like to get a copy of this education note in its draft form, they
are most welcome to it. They can give me their card at the end of this session, and I will be happy to e-mail it to you.

But just an example of some of the things that we put down for the mergers and acquisitions side of things is what are
your current unit costs or your current costs of running that block of business, the relevant policies, if you want, or
compared to what, you think, they will be now that you have acquired this block of business, as well as the timeframe
over which you are going to get down from your current expenses to these ultimate rates. Also considering then the short-
term integration costs, that you are going to be usually downsizing either staff or integrating computer systems and
merging systems, et cetera, that, in fact, in the short term, increases your costs. So you have to look at how you are going
to reflect those in the valuation and then, of course, you have to also make sure that you do not have the accountants
over there on one side setting up some sort of provision and you double-counting those expenses by putting them into
your valuation. So you have to coordinate that between the accountants.

Again, coming back to one of these general principles, if you are thinking of putting some sort of productivity gains
into your valuation, you should be looking at whether the company has a clear plan to, in fact, reduce those expenses
to the levels which you want to reflect in your valuation. So that is just an example of some of the thoughts that we
will put into one of these special situations. Again, like I say, you are welcome to take a look at the draft note as it stands.

Now, there is a very short chapter, chapter 4, on acquisition expenses. It is really sort of almost a shopping list of saying:
Here are the sort of expenses that are normally considered to be acquisition expenses. Really, the chapter does not go
much beyond that, although I would like to see if we could flesh that out so, if other people have thoughts, we would
be happy to consider those in the study note as well.
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But the biggest part actually of the study note is the appendix. It goes on for about 20 pages, compared to about 12
or so for the rest of the study note. The reality is that, in order to be able to set your best estimate assumption for valuation
purposes, you cannot, in isolation, just make those numbers up. You actually have to take a look at:

• What your total expenses are for the company.

• Figure out what your split is between those that are going to be in the valuation.

• Which expenses are relevant to these relevant policies.

• How you are going to handle acquisition expenses.

• How you are going to handle overhead.

• How you are going to handle the fact that you have a head office in Europe or a head office here and you are only worried
about your Canadian expenses, et cetera.

So we thought that it would be worthwhile to give some advice to the actuaries on how they might conduct an expense
study. What we have done is put together this list of things like:

• Determining what the scope of the study will be.

• How big is it?

• Are you going to do the worldwide company

• Are you going to do your Canadian operations?

• Are you going to do your group life and health operations in the US?

• Just how big or how small that is?

So each one of these sections in the appendix goes through the terms of some of the considerations that you would have
in determining how big this study is going to be, and then some of the places you would go and look for your expense
study. So a lot of the appendix is a little shopping list. If you are going to collect data, think about the different places
that you would go.

• You would go to your general ledger;

• You would go to your agent commission payment system;

• You would go to your policy administration system;

• You would go to a long list of things.

So we have put some thoughts down about the different places that you would go and look to collect your data, and
then we would give some thoughts obviously about how you would make sure that you have all the right data, that
you are not double-counting your expense data. So you would go off and collect various internal management reports
or even some of your published financial statements, and make sure that the expenses that you have collected, that you
are going to include in this study, in fact, reconcile back to something that you published or something that you have
used internally in aggregate to disclose your expenses to various users.

One of the other issues is that, once you have all this data, you have collected it, you know that it all adds up, now
you have to decide which of those expenses you are going to exclude for the purposes of what this expense study is
for. Again, remember that this education note is focused on setting your best estimate assumptions for expenses. It is not
a complete expense study or it is not necessarily a complete expense study. It is really focused on getting your valuation
assumption.

So one of the things that you have to consider is what expenses you are going to exclude from the study. For example,
one-time, one-off expenses, that you may spend a couple of million dollars on something this year, but do not expect
you will ever spend again, should those be included or excluded? There are a couple of considerations. We have had
a long discussion around information technology expenses. You can spend a whole lot of money, like $30 or $40 million,
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in a large company easily on, say, fixing up your claims administration system in your group area. So you spend $10
million that year. So do you reflect that in your unit cost? Well, you would say: “No, we spent all this money, but it
is in the past and our claims administration system is now fantastic. It is running very cheaply.” But the reality is that
you are probably going to spend $10 million on information technology in your individual operations next year, and
then the year after that, or two years after that, you are going to spend $10 million in some other area of the company.
The reality is that, somewhere in the company, you are always spending $10 or $20 million on special projects so we
do not give you an answer for that, but we certainly try to consider those sorts of things.

The other thing that we go on to then is the categorization of expenses. The categorization is whether we are talking
by line of business or by jurisdiction. Is this Canada, the US, Europe, the UK? Is it line of business and product line?
So we talk about what categories of expenses you could have, and then we go on to say what unit measures you are
going to consider.

• Are you going to do it by policy?

• Are you going to do it by claim?

• Are you going to do it as a percentage of commission?

• What various types of unit measures can you use?

Then we go on to what we call classification. Now, that you have these categories, let us start classifying. Taking a
particular one, say, acquisition costs, which of those categories do you classify that acquisition cost into? In that
classification, we talk about acquisition expenses, administration expenses, corporate expenses and overhead, claims
expenses and investment expenses. Those are sort of the big five areas, but it is a fairly long detail. Again, it is a little
bit of a shopping list, but it is just to try to give the actuaries enough information so that they can make sure that they
think about it.

One of the last three areas is the allocation of overhead and corporate. Again, we talk about a number of ways that you
can do it, and do it in different ways for different types of corporate overheads, again, just trying to give some advice
to you on how you might want to consider and maybe educate yourself on that one.

Then, the next step is actually to take all these expenses and unitize them, again, taking into account how your valuation
system currently uses your unit expenses, and maybe how you would like to change your valuation systems. Although
that is a very expensive process, so you always want to make sure that you have a good balance between what, you think,
is the right unit cost and what is practically the right thing to do without causing too many expenses.

The last real step is that, once you have all these unit costs, you should more or less reverse engineer that and take those
unit costs, apply them against your units on some basis, and make sure that you reproduce the total expenses to make
sure that you are not sort of fooling yourself into thinking that you have these great unit costs, but that, in fact, when
you put them in your policy valuation, you could overvalue your future expenses or undervalue your future expenses.

So that is a brief overview of what the study note contains. In terms of the next steps, I think that CLIFR did a preliminary
review of all this study note, as it stands right now. A number of changes have already been identified and I am sure
that we still want to put a number of other changes into it, Very shortly, we are going to be releasing this draft version
to a peer group of actuaries, who are not part of CLIFR, whom we have asked to take a look at the study note, once
we get it to a point where, we think, we should be getting a bit more input from people. So that will be going out,
and we hope to get feedback from them by the end of October. Of course, once we get into that, then we have to go
through the bureaucratic process of making sure that everybody is on side. We get it translated and get PSC approval.

The view would be that we hope to release this by the end of the year, with a view of implementation starting at the
beginning of the year and giving the actuaries the option to early adopt, if they want. But, like I say, if people are
interested, we would be happy to give you a copy of the study note as it stands right now. Thank you very much.
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…(applause)…

Moderator Curtis: Before I get into the last topic, which is the review and the reorganization of the CLIFR literature,
there are just a few general comments that, I thought, I would make.

First, I would like to remind people that we do have a session this afternoon, IP-14, at which we are going to give an
overview of everything that CLIFR is working on so some of this work will get put into context of the overall CLIFR
deliverables. But I will say that now, with the completion of the Life Standard of Practice and its adoption last December,
and then the completion of the CSOP text, which is now in the sort of final exposure draft stage, the main thrust of
the committee has really switched from production of standards to development of educational notes and other literature
to support those standards.

That supporting literature really comes out in two main forms: One is education notes, and the other is research papers.
The main distinction between those two is that really education notes will describe a practice that… I will have to choose
my words carefully here because we have some fairly good wording that we have agreed upon with the PSC, which
we do not have up here with us. Basically, they describe a practice, which is in compliance with the standards of practice
for applying the standard, but it is not required practice to follow that standard. This question does exist for the actuary
to use another practice if they can satisfy themselves that it is in compliance with standards. So the education notes really
do expand on the standards and illustrate methods that comply with standards.

Research papers are one level down. They show practices, which are good and, in the opinion of the committee, would
be good actuarial practice, but they do not purport to necessarily illustrate the standards.

So, with the three notes that were just discussed, all three of those are aimed at being education notes. Just to reiterate
timing, the mortality note is about to be published. The tax note, we are hoping to get finished and approved around
the end of the third quarter so that would be in place for the year-end process. The expense note, our timing is a bit
more questionable at this stage. We are thinking that it will probably get completed around year-end, but that would
obviously be too late to have it in place for this year-end. So we will make sure the wording of that does not spring
any surprises on people on December 18th or whatever.

Just to give a bit of a general flavour on these three notes, the mortality note was really non-controversial. With respect
to the working group, the reviewers, there was not a lot of controversy amongst the people working on it. The biggest
issue actually that did stop us for a while is how many lives are needed for full credibility. We eventually settled on
a number of approximately 3,000, but there was some general recognition that, as people do future research down the
road, that number may change because it is still obviously fairly subjective and not necessarily an area where there is
complete consensus.

Again, despite Jacques’ example, which may have intimidated a few people, the note is a very easy read on how to assign
credibility. It is very well written and it is, I think, a very useful text on how to blend your experience with industry
experience. It is, I think, an easy-to-follow text.

On the tax note, I think that the tax note was, I guess, a bit of Ulysses setting back for Greece and the Odyssey. If we
had known how long it was going to take us and how many twists and turns it might take, we might never have started,
but it is clearly a note that is needed for the profession, but tax is clearly an area where there is no consensus on a single
right practice to handle a lot of items. CLIFR, in getting the education note, was really walking a fine line between
bringing practices together, but not forcing consensus on practice where there is not yet consensus on practice. So, on
these issues that Jacques mentioned as to how you treat issues such as the loss carry-forwards and underclaims, we
recognize that probably there is more work over time to bring people down to consensus on tighter practices, but you
have to walk before you run. We think that we have made a very good first step with this note.
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A fair number of issues were contentious in that note. Even the sources of recoverability for tax assets had a lot of debate,
although I think that eventually most people seemed comfortable with what we came out with. There is still a lot of
discussion lurking below the surface on that one, in terms of:

• Can you or can you not look at future new business?

• Can you look beyond the term of the liability when the term is cut short

• Can you look at what sources of surplus income are or are not acceptable?

I think that the committee ended up in a position that everyone could accept, but still debate.

The expenses note, there was nothing controversial at this stage, although I think that, when people see it, they will
want to look at the special situations and treatments recommended in that note quite carefully, for things such as Mergers
and Aquisition (M&A) start-up operations and the like.

I will now go on and give a brief presentation on something else that we did this year, which, I think, is going to be
quite useful. We realized that, with the adoption of the new standards and all the de-listing of VTPs, and our starting
to produce new education notes, we were having a hard time ourselves keeping track of what was what, in terms of
CLIFR reference literature and where it was all kept and how it was organized. So we did a review and reorganization
of our literature.

The purpose was really to review the organization of the website material and make recommendations for changes,
particularly with respect to dropping no longer relevant documents. The second was to produce a reference list of
documents that CLIFR currently believes are kind of core reference material for AAs and actuaries performing a life
insurer valuation because, before we did this, if someone called us and asked us what they needed to read, we would
not have had a sort of single, tight answer so I think it is quite important that we did this. The third was to map out
any activities that, we thought, we would still need to do, in terms of writing notes or consolidating guidance from some
of the deleted or de-listed papers that might still be useful, even if not as a standard as reference material.

So, in terms of the website review, we had a couple of recommendations. One is that we think that it is important that
there be a very clear delineation on the website between what is current guidance and what is out-of-date guidance or
out-of-date papers. Many of the repeal papers, that we found, have not yet been archived on the website so there are
sort of papers sitting there, such as some of the VTPs, that were perhaps still looking like they might be current guidance
when, in fact, they had actually been de-listed or repealed.

So, hopefully, what we can get done with the website is to have repealed papers archived and only available from sort
of an archive file so that it is quite clear that they are no longer current and quite distinct from what is current guidance.

We also think that, for current papers, it is quite important that we make a distinction between what are really standards
or quasi-standards and really what are supporting education or research papers. Right now, the website does not look
at that step. It is not clearly done. But the most important thing is to make sure that it is very clear on the website what
is current versus what is archived. We have made recommendations to the PSC, which I think that they have accepted,
and we have certainly talked with the CIA office on this topic.

CLIFR has its own website on the CIA home page. I am not the world’s leading expert at navigating around the CIA
website, but there is a CLIFR home page on their website and, basically, we put a document on there in the last three
weeks, which lists what, we believe, are the key reference documents that CLIFR believes that it owns, or are key
documents for the appointed actuary, valuation actuary under Canadian GAAP. Our intention, I think – Jacques’
intention, hopefully – will be to maintain that list going forward. So, as we write new education papers, we will update
that list as things change; anyway we will update that list.

Hopefully, that will provide a list where AAs and valuation actuaries can sort of pull that list down and make sure.
Obviously, no one can be aware and remember every point of every section of all those notes, but, hopefully, all actuaries,
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AAs and valuation actuaries, will be aware of what all those papers cover so, as they are doing their work, if they come
across something, a little light bulb will go off in their head that: “I know that that issue is covered in one of those papers
and I should go and look there.”

The core documents, at this stage, that we believe are core, are the standards of practice for the valuation of policy
liabilities of life insurers. That is the paper that was adopted at last December’s year-end valuation so that is the current
Life Standard of Practice. Really, if you like, that is quite all encompassing so we put the supporting documents down
as core documents here. They are the guidance notes to the valuation of policy liabilities, the sort of fall letter from CLIFR
last year, which came out in two pieces. We will make the point again that those two documents are not standards. They
merely have the same weight as an education note, but really they are quite topical, and we think that people should
read them at the same time as they are reading the standards, in terms of applying value for any valuation date.

The other key document, which is coming along quite quickly is the CSOP, and this obviously will not be in place
at year-end for life insurers this year. It will be in place next year. There is the CSOP session this afternoon. The insurer-
specific sections are expected to be adopted in 2003, and that would replace the Life SOP. I will be talking about that
at another session this afternoon as to what changes there are there, which are many.

I believe that, for the appointed actuary work, the General section does not kick in until the insurer specific section is
adopted. I think that is right. So that is a bit of a twist that, even though the General section is going to be adopted
for the AA work, I do not think that it becomes effective until the companion Life section is adopted.

Now, the education research documents, that CLIFR believes, currently on the website, are a part of the literature, is
actually quite a short list right now because many of the documents got repealed with the new standard; hence, CLIFR
is busy writing new ones. The first is the measurement of exposure at interest rate risk, which is a fairly old paper from
four or five years ago. We have left it there because it has good material and also the Office of the Superintendent of
Financial Institutions (OSFI) has continued to refer to that over the last three or four years. So it seems to be a document
that we should be leaving there at this stage. It is basically research paper status.

The next one is an education note on C1 risks from a few years ago, which again gets referred to quite often. It is a
good paper, despite the fact that it has the title “educational note”, it has been downgraded to research paper status. I
guess that it is something that we should rename that way.

The next note, the valuation group life and health policy liabilities, is a very good guide to valuation for those policies,
which, again, at the moment, is a research paper. As part of the adoption of the Life standard, those two papers were
dropped down to research paper status.

There are then the two stochastic papers, one of which is a research paper, and the report, I guess, would have the same
kind of status on stochastic techniques. One is the Seg Fund Task Force on how to apply techniques, the research paper
on using those techniques, and the valuation is again a key research paper. So all of those papers are really research paper
status, and they are going to be supplemented by all these education notes, which we are developing, which will come
online.

A key thing to mention is that the VTPs and the Provision for Adverse Deviation (PfAD) paper were repealed as part
of the adoption of the Life Standard of Practice so they are not in effect at the moment. We also listed there the experience
studies, which, we believe, are of relevance and, obviously, those are periodic studies and, as you get new studies, this
list can be updated.

Finally, there is still some relevant material from VTPs, that we need to capture, and I guess that I have said it in an
education note or research papers. When we went through the de-listed papers, we thought that there was some key
material from three papers that was not really captured in any of the surviving papers of what we were working on right
now, which was some of the information on lab-supported products, the PAR paper and the Universal Life (UL) paper.
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So we are starting a project to pull together the material from those three papers, which we still think is good material,
to either come out as a research paper or education note.

VTP 2, 6 and 8 appear to be fully subsumed or incorporated in the new mortality note, which is just coming out, and
VTP 9 obviously was the original version of the cash flow valuation method for fixed annuities. So that is clearly not
needed to be replaced. VTP 4 was the paper on reinsurance cash flows, which, we think, is completely covered in the
standard of practice so there is no need to replace those.

We have an education note to replace the PfAD paper under development, which I do not think that we are talking
about that paper in any detail today, but that paper is being pushed along quite quickly and we would hope to have
that paper out for this year-end valuation. Again, it is not attempting to say anything new, but there was a lot of good
material in the PfAD paper on setting PfAD ranges, which technically had disappeared since our paper got repealed,
so we would like an education note out to replace it.

That completes our remarks. Unfortunately, we just ran out of time. We do have another session this afternoon. If there
are any really key questions, we will probably take two or three, but we will not go more than five minutes on questions
so that people can get out to lunch, but there will be a session this afternoon, again, where people can ask questions.

Mr. John Brierley: I would just like to ask Jacques: Is there a definition in the mortality paper on what “homogenous”
means? For example, can you combine preferred classes together and call that homogenous? If you cannot, how would
you ever get credible data?

The second question is that I am concerned about the validity of ongoing mortality studies, particularly, if you exclude
all of the preferred data, you may have something that really does not apply as well to what is left over of standards.
You may have some anti-selection that is still included in the standard mortality and it is on a different product mix
than it was before because all of the preferred underwriting exclusions. So does the paper deal with having an industry
standard that does not apply?

Panelist Tremblay: Thank you, John. Those are good points, and we did have difficulty dealing with homogenous in
defining it. We do not have a definition section per se in the note, but we do talk about credibility and what would
be considered homogenous, which are the characteristics of the block of business and same types of underwriting. The
short of it is that we have not defined “homogenous” as A, B, C, but we do give guidance on what would be a
homogenous class. It is basically linked to the underwriting of the class and the product profile as well, if the features
of the product have changed, but it is very much linked to the underwriting of the population.

As far as preferred data and anti-selection, there is a section on preferred underwriting and, again, looking at different
classes of preferred underwriting over time. But you are correct in saying that, if you have multi-preferred, underwriting
classes, the paper suggests that you will be stuck in using the industry study because your classes will be so small that
you will not have credibility for those classes.

Moderator Curtis: Any other questions? Well, we will wrap up now. I guess that, hopefully, we will see some of you
this afternoon at our other session. Thanks.
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