
 

Document S20109 

 

 
 
 
 
 
 
 

PRELIMINARY SUBMISSION BY THE  
CANADIAN INSTITUTE OF ACTUARIES 

TO THE  
OFFICE OF THE SUPERINTENDENT OF FINANCIAL INSTITUTIONS 

 
*** 

 
RISK PASS-THROUGH PRODUCTS  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

SEPTEMBER 2001



 

 2

INTRODUCTION 
The Minimum Continuing Capital and Surplus Requirements (MCCSR) for asset default (C-1) 
risk are derived solely by the type of asset being held by the insurer. The C-1 requirement does 
not consider the residual risk when asset and liability cash flows are considered simultaneously. 
This situation results in an onerous level of required capital for insurance products that pass 
material portions of the investment risk through to policyholders. The term “Risk Pass-through” 
is used to refer to these products. 

A CIA task force was created with the objective of reviewing the capital treatment of risk pass-
through products. The task force was to consider possible alternatives for capital requirements that 
better reflect the characteristics of these particular products and their related assets. Our hope is 
that this proposal can assist the Office of the Superintendent of Financial Institutions (OSFI) in 
recognizing the unique risk characteristics of these products – preferably in time for the 2001 year-
end requirements, but if not, then for 2002 year-end.  

The task force has been meeting periodically since early in 2001. Through the assistance of Jean-
Guy Lapointe and Sylvain St-Georges, who have been observers on our task force, we have been 
able to keep OSFI and the Inspecteur général des institutions financières (IGIF) informed of our 
progress and direction over the year. There have also been other e-mail and phone conversations 
between task force members and OSFI. Our task force will be available to OSFI should there be 
any desire for clarification, questions, or follow-up of any kind. 

This memorandum details the task force’s work to date. We are also aware that, in an effort 
unrelated to the work of this task force, the Canadian Life and Health Insurance Association’s 
Committee on Capital Adequacy and Solvency has also approached OSFI with a proposal (in a 
letter dated July 25, 2001 to Michael Hafeman) specifically geared towards participating 
insurance products. 

Some questions that this proposal addresses are: 

• What constitutes a “Risk Pass-through” product? 
• What is an appropriate level of capital for these products? 
• How could the MCCSR be modified to reflect a different level of capital for these products? 
Some parties have questioned the legalities and/or taxation involved with the offering of certain 
universal life fund options within the parameters of a tax-sheltered life insurance product. The 
task force’s intent was to deal only with capital issues and such other considerations are beyond 
our scope. 

Summary of proposal 
The highlights of the task force proposal include: 

• New MCCSR C-1 factors for certain assets;  
• The creation of two levels of quantitative and qualitative criteria regarding the extent that risk 

is passed through to the policyholder; and finally  
• An offset to the MCCSR C-1 factors for asset/liability groups that meet the criteria.  
We are proposing a significant (80%) reduction in the C-1 requirement for assets backing pass-
through products where the pass-through features can be demonstrated. The reduction is lower 
where the pass-through features are not as clear.  
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This memorandum details the task force objectives and proposal. We have also detailed some of 
the alternative solutions that were considered.  

The “Risk Pass-through” Task Force 
The Risk Pass-through Task Force was made up of a subset of the CIA’s Risk and Capital 
Committee. It is comprised of five members (Doug Brooks, Dan Doyle, Stephen Haist, John 
Manistre, and Brian Taylor) as well as two regulator agency observers (Jean-Guy Lapointe and 
Sylvain St-Georges).  

The task force laid out its project definition early in the new year (2001): 

Project Definition 
Project Objective: To recommend an enhancement of current Minimum Continuing Capital and 
Surplus Requirements for C-1 and C-3 risks, developed by an independent task force of 
Canadian actuaries, that we feel accurately reflects the uncertainty associated with risk pass-
through products. This recommendation will consider potential capital structures over both the 
long term and short term with the intent that OSFI will look at the latter recommendation in their 
setting of MCCSR for year-end 2001. 

Project Scope: All products whose characteristics result in substantial pass-through of asset 
return risk via the liability pricing mechanism. Examples include participating insurance 
products and equity linked products (i.e., the investment options available for linkage of UL 
CSVs as well as equity linked GICs and equity indexed annuities). The main areas of concern 
with respect to the current capital requirements are the C-1 (particularly the apparent 
inappropriateness of the 15% requirement for equities) and C-3 (specifically whether the current 
C-3 framework adequately reflects the risk associated with these products) components of 
MCCSR. To the extent that they overlap with our work, this task force may concern itself with 
the capital requirements for derivative exposures and surplus investments. 

Critical Success Factors 
Appropriateness: The recommendations must appropriately reflect the transfer of investment risk 
to policyholders while also reflecting the risk retained by the company. 

Simplicity: To be well accepted and easily implemented, the task force believes that the 
recommendations need to be relatively simple. However, the means to arrive at the end 
recommendation may be anything but simple.  

Timeliness: The recommendations need to be presented to OSFI by September 2001. OSFI will 
be kept informed of progress regularly in order to receive due consideration for inclusion in the 
MCCSR by year-end 2001. 

After this original project definition was created, the task force ran into difficulties creating a 
reasonable proposal with the current difference between the capital requirements for synthetic 
equities and their underlying counterparts. As a result, this memorandum includes a proposal for 
the handling of all synthetic equities. In addition, the task force later modified the scope of the 
review to concentrate on C-1 risk, as C-3 risk would be dealt with at a later date. At the same 
time the original project definition was created, the task force also laid out a schedule that 
culminated in having an initial proposal to OSFI by the end of August 2001 with follow-up 
during September 2001. This memorandum is an initial proposal to OSFI.  
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ENVIRONMENTAL ASSESSMENT 
What Constitutes a Risk Pass-through Product? 
As mentioned in the introduction, there is a perception that the current MCCSR does not 
appropriately consider the reduced interest risk associated with risk pass-through products. Risk 
pass-through products take many shapes, but the most popular fall into one of the following three 
categories: 

1. Accounts associated with Universal Life (UL) products: 

Index-linked accounts (both equity indices such as the TSE 300 and the S&P 500, as well as 
bond indices such as the Scotia Capital Markets Universe), internal fund-linked accounts 
(generally segregated funds offered by the insurer), and external fund-linked accounts 
(generally mutual funds offered by third parties). 

2. Index-Linked annuities:  

Equity-linked GICs that offer policyholders the return associated with an index, commonly 
the TSE 35 price index, often with the return either pro-rated (i.e., 80% of the index return) 
or capped at pre-determined levels. 

3. Participating Insurance Products 

4. Participating insurance products where the policyholders’ gross premiums are offset by 
dividends provided by the company, with the dividends generally being set by the company 
management to reflect, among other factors, returns and credit losses on the assets purchased 
to back the policies.  

For the sake of simplicity, this memorandum will refer to both categories 1 and 2 as falling under 
the first category.  

The task force spoke with a consultant familiar with the Property and Casualty (P&C) insurance 
business. He opined, both initially as well as after seeing our generic risk pass-through product 
definition, that there were no similar products available in the P&C insurance business.  

Pass-Through Product Definition 
Due to continuous change in marketplace products and to provide a more objective set of criteria 
that defines a risk pass-through product, the task force created the following generic definition of 
a risk pass-through product: 

“General fund products where the policyholder returns are influenced by the 
performance of (a) benchmark indicator(s) or, in the case of participating 
insurance products, a group of assets, and where a well-executed investment 
strategy will result in diminished risk of loss to the company and a positive 
correlation between changes in the policyholder liability and changes in the value 
of assets backing the liability.” 

The key points of this generic definition are: 

• The products must be offered through the general fund, thereby excluding segregated funds; 
• There exists a degree of positive correlation between the assets and the liabilities. 
Although the task force created this generic definition, the proposal was created with the three, 
previously identified categories of products in mind. 
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Precedents Associated with Risk Pass-through Capital Requirements 
The task force was unable to find any precedents that related directly to C-1 risk and risk pass-
through products. However, the task force did note some related aspects about international 
capital requirements. Specifically, they are: 

• US Risk Based Capital (RBC), factors are applied to reserves based on policy liability 
characteristics. The factors can be adjusted based upon the results of cash flow scenario 
testing. The cash flow scenario testing considers changes in interest rates, and is not 
applicable to changes in equity indices. The interest scenarios in asset adequacy modeling 
were designed to help approximate the 95th percentile C-3 risk. 

• Basel Committee on Banking Supervision: Their explanatory note on the new Basel Capital 
Accord dated January 2001 covered the concept of tiered capital requirements for C-3 risk, 
where the capital levels depended on the sophistication and accuracy of internal models and 
management practices. This concept was very important in the task force’s work. 

• Currently there are several areas within MCCSR that recognize the risk reduction on 
participating insurance policies with “meaningful dividends “. Specifically, the reduction for 
required capital for mortality risk is 60% for participating insurance policies relative to their 
non-participating whole life counterparts. In addition, par products required capital factors 
are reduced by 50% for lapse risk and interest margin risk and 67% for C-3 risk. 

• In addition, there was one other interesting area that the task force was not able to refer to in 
deriving this proposal – the SOA Committee on Finance Research Call for Papers. This call 
is requesting papers to cover, among other topics, intra-company capital allocation. These 
papers may have provided some insight, but unfortunately the papers are not due until 
January 2002.  

Market Survey 
In order to develop an idea about the size and nature of the accounts associated with UL 
products, the CLHIA completed a survey on this market. Copies of the survey were distributed to 
our task force and OSFI, among others. This memorandum will not restate the findings of the 
survey, but will touch on some of the key conclusions of the survey: 

• As at the end of 2000 there was approximately three billion dollars in index-linked accounts 
associated with UL products, with another approximately $650 million in index-linked 
annuities. 

• Commonly used hedging assets include equities, index participation units, units in the 
underlying mutual or segregated fund, futures, swaps, and options. Presumably for synthetic 
strategies money market instruments and perhaps private placements and mortgages are also 
used to support the liabilities in conjunction with the derivatives. 

• Some of the more popular asset classes include Canadian equities, US equities, and bonds. 
• A few companies provide some form of a guarantee of all or a portion of deposits (less 

withdrawals) at death. 
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Other Issues  
In the course of putting together this proposal, many issues were discussed. The following 
sections reviews some of the more material issues that were considered and were excluded from 
consideration. 

• The legalities and/or taxation involved with the offering of UL index-linked accounts within 
the parameters of a tax-sheltered life insurance product. This issue was not thought to be 
within the task force’s scope. In the scope, however, was the consideration of what would 
constitute reasonable capital requirements for these products, as they currently exist. 

• In an attempt to maintain a reasonable project scope, the task force did not contemplate any 
of the current MCCSR C-1 factors (except as needed for the synthetic equities). Instead, the 
task force worked within the current MCCSR framework as much as possible.  

• The task force concentrated on C-1 risk, and did not consider risks other than C-1 and C-3.  
• The task force did not consider risks associated with the Death Benefit guarantees offered 

within some of the accounts associated with UL products. The task force assumed that these 
would be appropriately covered off by the capital requirements for segregated fund guarantee 
risk. 

The Proposal 
The proposal is comprised of the following five steps: 

1. The first step involves a modification of the current MCCSR C-1 factors. The changes are 
aimed towards, but not limited to, synthetic equities. The proposal recommends applying a 
C-1 factor to the market value of all assets (including the swaps, futures, and fixed income 
instruments) involved in a synthetic strategy. The new requirements would have the synthetic 
asset C-1 capital match the requirements of the underlying asset index being synthetically 
replicated. This means increasing the requirement to 15% for equity strategies.  

2. The second step involves segmenting the assets used to back risk pass-through liabilities. It is 
proposed that the assets be further segmented into sub-groups reflecting the benchmarks that 
the assets are managed to. This would result in a sub-group for each separate index, for 
accounts associated with UL policies.   

3. The third step requires completion of a quantitative and qualitative questionnaire, applied to 
each sub-group segmented above. This questionnaire explores the closeness of the 
asset/liability definition match, asset/liability matching and monitoring process and reporting, 
and the degree of correlation that exists between the liability reserves and the assets used to 
back them. A proposed sample questionnaire is included (see Appendix A). 
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4. The fourth step applies offset factors separately for each sub-group segmented in step 2. This 
allows for a reduction of the requirement calculated in step 1 for that sub-group by the 
reductions associated with the level of risk pass-through exhibited in the questionnaire 
referred to in step 3. This results in three different potential levels of capital offset, and 
therefore three levels of capital. 

• If level 1 is not achieved, the C-1 capital reduction is 0%. 
• If level 1 is achieved, the C-1 capital reduction is 50%.  
• If level 2 is achieved, the C-1 capital reduction is 80% 

5. The fifth step involves the application of any material risk not borne by the policyholder and 
not already contemplated by step 1. The most common situations of this nature would be: 

• Counterparty risk where borne by the policyholder (for accounts associated with UL 
policies the risk is generally not borne by the policyholder); and 

• Death Benefit guarantees on accounts associated with UL policies. 
The task force did not give much consideration to these aspects, but contemplated that the 
current counterparty capital requirements may be appropriate. Note that these requirements 
are above and beyond those considered in step 1, and are, therefore, not subject to the 
reductions proposed in step 4. 

Note that the proposed C-1 reductions are for non-par products only. The task force is currently 
contemplating potential reductions for Participating products. Our goal is to recommend similar 
criteria for Participating products but we have not yet settled on a recommendation for criteria 
or reduction amounts.  
The proposed criteria relies on having at least one year of historical correlation in order to be 
able to take advantage of the reductions. This creates an issue for new accounts.  In the case of 
truly new accounts or blocks, the task force felt that the criteria would be applied as they are 
written. Therefore, without the requisite 12 months of history, the proposed reductions would not 
be available. The task force felt this was reasonable as there was no precedence upon which to 
base the reductions. The task force also felt that this would not be a major concern as these 
newer blocks would likely be smaller in volume and, therefore, the reductions would be less 
material. In the case of new accounts that are replacing a prior account and for which the hedging 
strategy and, ALM procedures of the new account will be consistent with that being replaced, the 
quantitative test should be performed using the combined history of the new and old accounts. 
This method allows companies to access the proposed reductions in these situations. 
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The Rationale 
The task force migrated to this proposal after considering many alternatives. This section 
discusses the more material issues that led the task force to this proposal, while the next section 
deals with some of the alternative ideas that the task force discarded along the way. 

• The CLHIA survey on the accounts associated with UL products showed the materiality of 
the issue associated with this category. In addition, the contractual nature of the risk pass-
through made it a less complex issue to contemplate. The task force considered UL products 
first in arriving at this proposal. This, in part, led to the approach of adjusting the C-1 
components, as this investment risk is borne by the policyholder for these products. The C-1 
component for equity strategies is the more material capital component, leading the task 
force to focus on them. 

• The proposal is consistent with the current MCCSR structure, in that the C-1 components are 
still mostly asset driven. The new aspect is that these components are then potentially 
modified, depending on the characteristics of the liability they are used to back. In addition, 
the proposal still allows for consideration of non-pass-through risk such as counterparty risk 
and death benefit guarantees. 

• By encompassing all the assets used to back the liability of the segmented risk pass-through 
sub-group, the proposal allows for reduced capital requirements relating to product features 
(such as investment bonuses, etc.) that may not form part of the current accounts associated 
with UL products but are clearly risk pass-through in nature.  

• The criteria required to qualify for the proposed capital reductions are both qualitative and 
quantitative in nature. The quantitative criteria ensures that a reasonable match exists, while 
the qualitative criteria ensures that the degree of correlation experienced is due to prudent 
management as opposed to luck. Due to the contractual nature of the risk pass-through on the 
accounts associated with UL products, the task force felt that a one-year period was long 
enough to gauge correlation. 

• There were concerns regarding the proposal’s requirement to segment the general account 
assets by sub-groups of liabilities. These concerns took two forms: 

1. Concern about the opportunity for companies to arbitrage capital rules. This task force 
did not contemplate this concern very much, except to observe that through professional 
standards or asset designation (similar to that involved with US GAAP) this concern 
would likely be overcome. 

2. Concern that the effort required to segment the assets would negate the opportunity for 
capital reduction for smaller companies. Although this concern does have merit, the 
companies are not required to segment their assets if they do not wish to pursue a 
reduction, allowing each company to do their own cost/benefit analysis. Of course, if the 
risk is material it is expected that the company would already be pursuing these strategies 
as part of prudent management.  

• A multiplicative reduction was chosen over an additive reduction. The task force thought this 
was most appropriate as the residual risk retained by the company is generally that associated 
with an imperfect match, and is, therefore, related in part to the risk of the underlying 
investments. In this way, the multiplicative reduction reflected the retained risk 
appropriately.  
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• The task force felt that the proposal did not deviate substantially from the current MCCSR 
framework and, therefore, would not be too onerous or confusing. 

• Finally, the level of the offsets. In the case of highly matched risk pass-through products such 
as the accounts associated with UL products that are well managed, achieving a correlation 
of 95% would be quite feasible. The level 2 reduction and test were set off the 95% 
correlation standard. The task force was not as certain about the degree of risk pass-through 
that could occur in a poorly designed/managed account associated with UL products. In the 
end, a level of 75% was chosen to be appropriate, but the task force did not have as much 
conviction with the level as with the higher level. The level 1 reduction and test were set off 
the 75% correlation standard.  

Deficiencies Associated with the Proposal 
The task force believes this proposal best meets the goals of more appropriately reflecting the 
risk associated with risk pass-through products. However, as with any proposal, there are 
deficiencies. This section deals briefly with some of the more material deficiencies. 

• The proposed solution does not appropriately reflect the risk of equity-linked liabilities that 
are backed by non-equity assets. This is more of a C-3 issue than a C-1 issue. As well, it was 
thought to be less of an issue since prudent management would not allow this activity to 
continue for long. 

• The proposal increases the requirement on synthetic equities to be equivalent to the 
underlying equities. Although this may be appropriate for some synthetic equity use, it may 
also affect other use where increased capital requirements may not be appropriate. The task 
force has not contemplated this issue in great depth, but has noted that this requirement may 
be inappropriate for synthetic equity exposures used to hedge segregated fund guarantee 
reserves. Due to the lack of a policyholder, these guarantee reserves would not qualify as a 
risk pass-through product under the generic definition created, although the liability clearly 
could have similar attributes. Any such impact would be muted by the fact that the market 
value of any such strategies and, therefore, the capital requirements associated with them, 
would generally not be substantial. The intent of the task force was not to apply a capital 
requirement to these assets. This proposal would also increase the requirement for synthetic 
equities backing long-tail liabilities of non-par life insurance liabilities. 

• Although the proposal reflects on the non-pass-through risk potentially associated with 
derivative counterparty risk, it does not catch the similar risk associated with the fixed 
income instruments commonly used in conjunction with synthetic equity strategies. 

• The task force has not given as much thought to the application of the proposal to index-
linked annuities, where it is common that the liability is non-redeemable. For these types of 
products the correlation between the asset and liability rates of return is theoretically close, 
but perhaps impossible to calculate in practice.  

• The task force pursued this approach due to its intuitive appeal for the accounts associated 
with UL products. Upon completion, the task force also felt it could be applied equally well 
to participating insurance. However, the task force felt that a quantitative correlation standard 
would be impractical for participating products.  

• Finally, the task force has not contemplated the appropriate handling for options, which are 
commonly used in conjunction with some index-linked annuity products.  
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Alternative Ideas 
As mentioned in the previous section, the task force considered many alternative ideas. Some of 
the more popular alternatives are mentioned below.  

• As a large portion of the retained risk associated with risk pass-through products is related to the 
extent of the match between the assets and the liabilities, the task force considered the concept of 
proposing to drop the C-1 components substantially and then modifying the C-3 components to 
reflect the residual risk. This approach would have been a significant practical adjustment from 
the current MCCSR structure, and opening up the C-3 factors for consideration could result in the 
consideration of other issues beyond the scope of this task force. 

• The task force also considered a proposal put forth originally by Paul Della Penna on October 
28, 1996 in a letter to Michael Hale of OSFI. The proposal applied to participating insurance 
policies and contemplated an MCCSR offset for the present value of projected future 
dividends. This idea was very sound, and would warrant a second look should OSFI consider 
pursuing a different strategy for participating insurance. The task force, however, preferred to 
attempt to propose one single solution that could apply to all risk pass-through products. 

• The task force contemplated modifying the MCCSR C-1 factors by replacing the factors for 
the assets backing the risk pass-through liabilities by the factors associated with the assets 
represented by the liability. This had the advantage of resulting in increased capital 
requirements where fixed income instruments are used to back index-linked liabilities. The 
task force felt that this liability based C-1 definition was too much of a variation from current 
MCCSR structure. 

• The CLHIA Committee on Capital Adequacy and Solvency proposed pro-rating the current 
MCCSR factors. The task force is supportive of this direction, and the two proposals share 
their multiplicative reduction approach. However, it was felt that the proposal put forth by 
the task force better compensated for the imbalance between the capital requirements for 
synthetic equities and the underlying asset index. In addition, the task force’s proposal could 
apply to all risk pass-through products and has the desirable trait of providing an impetus for 
companies to improve their risk pass-through asset management.  

• The task force also considered the idea of creating floors to place a minimum on the 
proposed capital requirements. However, the absence of a floor resulted in the proposal 
producing an adjusted capital requirement related to the risk of the underlying assets. This 
was thought to be a desirable result.  

SUMMARY 
This proposal represents the culmination of the task force’s efforts to date. The task force intends 
to continue to obtain feedback on this proposal. During October 2001 the task force intends to 
approach all Canadian providers of risk pass-through products with a formal survey. The survey 
will deal only with UL products and equity linked annuities. This task force will develop a 
proposal for participating products later in the year.  

The OSFI and IGIF observers on the task force, Jean-Guy Lapointe and Sylvain St-Georges, 
have volunteered to collate the results of the survey, which will explore the impact of this 
proposal on required capital levels for products in each of the three categories referred to in this 
memorandum. The survey will also obtain industry feedback on the proposal. The task force will 
also be available for any questions or clarifications that OSFI may have upon review of this 
proposal.  
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APPENDIX A 
 

RISK PASS-THROUGH QUESTIONNAIRE 

Criteria for Level 1 Reduction: 

• Does the company have a documented process and strategy for matching the asset and 
liability characteristics of the products? 

• Is the historical correlation for non-participating insurance risk pass-through products 
(calculated on a weekly basis over the previous 12 months) between the liability returns and 
the return on the assets segmented for that sub-group, at least equal to 75%? 

Criteria for Level 2 Reduction: 

• Is the time lag between receipt of payment of policyholder monies and the purchase or sale of 
the  “matched “ assets less than or equal to one week? 

• Are liability returns defined in such a manner that there are no limits to their ability to match 
that of the assets through a reasonable range of current asset returns (i.e., restrictions to the 
risk pass-through ability such as minimum performance guarantees). A reasonable range of 
current asset returns would be between losses equivalent to the assets corresponding 
modified MCCSR C-1 (from step 1) factor through to current interest rates. 

Is the historical correlation for non-participating insurance risk pass-through products (calculated 
on a weekly basis over the previous 12 months) between the liability returns and the return on 
the assets segmented for that sub-group, at least equal to 95%? 
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