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December 13, 2002

P.U.B Hearing - Facility Association

(9:10am.)

MR. SAUNDERS, PRESIDING CHAIRMAN: Good
morning, ladies and gentlemen.

MR. OFLAHERTY: Good morning.

MR. SAUNDERS, PRESIDING CHAIRMAN: And
those amongst you who are superstitious. Nice
morning out there this morning. | understand we have
afew preliminary matters, so Mr. Whalen?

MR. WHALEN, Q.C.. Thank you, just matters of
information, Mr. Chairman and Members of the Board.
Just to let everyone know, it appears as though we will
have that information requested by the Intervenor,
hopefully by Monday, certainly no later than the
beginning of the hearing on Tuesday morning, and that
will be circulated as soon asit is available.

MR. SAUNDERS, PRESIDING CHAIRMAN: Very well.

MR. WHALEN, Q.C.: Also, arising out of the request
of the Board at the beginning of the hearing, we will be
calling Mr. David Simpson, the President and CEO of
Facility Association at the appropriate time. | think it
will probably be after the experts have given evidence,
and we understand that a service carrier and brokers
will be available as witnesses to the Board on this, to
comply with the request of the Board, and we don't
have names or dates arranged on that, but we'll work
with Counsel for the Board and get that nailed down,
and of course, notify the Board and others as soon as
that's done.

MR. SAUNDERS, PRESIDING CHAIRMAN: Thanks,
Mr. Whalen, anything else?

MR. WHALEN, Q.C.: That'sall.

MR. SAUNDERS, PRESIDING CHAIRMAN: Okay,
anything Mr. O'Flaherty?

MR. OFLAHERTY:: Nothing, Mr. Chairman.

MS. NEWMAN: Mr. Chairman, just one item here, |
notice that the Board has prepared copies of the
executive summaries of the report that was referred to
yesterday, and | guess that would be information item
number one, just so that the parties have a copy of that.

MR. SAUNDERS, PRESIDING CHAIRMAN: Areyou
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distributing ...
MS. NEWMAN: Yes, we are, yeah.

MR. SAUNDERS, PRESIDING CHAIRMAN: Areyou
marking that?

MS. NEWMAN: Information number one.

MR. SAUNDERS, PRESIDING CHAIRMAN:
Information one. Okay, Mr. O'Flaherty, are you ready
to continue? Good morning, Mr. Pelly.

MR. PELLY: Good morning, Mr. Saunders.

MR. SAUNDERS, PRESIDING CHAIRMAN: It wasn't
that | didn't see you there, I've got other matters. How
are you this morning?

MR. PELLY: I'malittle bit hoarse, but fine, thank you.

MR. SAUNDERS, PRESIDING CHAIRMAN: Youwere
at ahockey game or something, were you?

MR. PELLY: | must have been (laughter).

MR. SAUNDERS, PRESIDING CHAIRMAN: Okay, Mr.
OFlaherty.

MR. O'FLAHERTY: Thank you, Mr. Chairman. I'm
going to turn now to the area of loss development, Mr.
Pelly.

MR. PELLY: If it's convenient, Mr. O'Flaherty, | can
report back on those two items that you asked me to
confirm yesterday?

MR. OFLAHERTY:: Certainly.

MR. PELLY: Or at alater point, whatever suits you.
MR. OFLAHERTY: It'sokay, Mr. Chairman, whichever
... if you want to deal with the issues from yesterday,
we might as well do that.

MR. SAUNDERS, PRESIDING CHAIRMAN: It would
probably be best to have it cleaned up.

MR. OFLAHERTY: Yes, sure.

MR. PELLY: My recollection of the first item was to
confirm whether or not any changes arose in the
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assumptions or methodologies for developing the
indications as a result of the consultation with the
actuarial committee of Facility Association. The answer
to that question isno. The second confirmation which
you requested was whether or not any changes to the
indications arose after my presentation to the board of
directors of Facility Association, and the answer to that
is yes, and the modification related to the proposed
effective date for the indications which led to an
adjustment of the duration of the trend factor.
Originally it was proposed for a slightly later effective
date, and it was pulled back to the one used in the
application asfiled, which was February 1st, 2003.

MR. OFLAHERTY: Thank you, Mr. Chairman, I'm
going to turn to the issue of loss development now, so
that we can al be, have the same material in front of us,
I'd ask you to have BGP-3 at page 12, which is the
coloured charts you showed yesterday. | don't think
it's necessary to put them on the screen or anything like
that.

MR. PELLY: | have ablack and white version, but that
should do me.

MR. OFLAHERTY: Pardon me?

MR. PELLY: | have the black and white version, but
that should do me.

MR. OFLAHERTY: Okay, I'm going to be referring to
the coloured one. | don't think it makes any difference
in terms of where the points lie. The second thing I'd
ask you to have is the 2002 filing, the filing from this
year that the Board is now considering.

MR. PELLY: Yes, okay.

MR. O'FLAHERTY: And aswell the 2001 filing.

MR. SAUNDERS, PRESIDING CHAIRMAN: Just a
moment, Mr. O'Flaherty, I'm just checking to see if we
have the 2001 filing here. Yes. You'retaking about the
10th of May, 2001.

MR. O'FLAHERTY: Yes, Mr. Chairman.

MR. SAUNDERS, PRESIDING CHAIRMAN: Yes.
MR. OFLAHERTY: And in that document I'll be

referring to, if you could open on page 4.2, which isin
the schedule, Schedule 4, in Appendix A, and if we can
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just leave it there on that, with that page open so that

MR. SAUNDERS, PRESIDING CHAIRMAN: Okay,
fine, 1 have that. Now there's another, there's a
supplement there, it's dated the same, which is the 10th
of May, 2001, labelled "Selected Miscellaneous
Vehicles', are you dealing with any of that?

MR. OFLAHERTY: No, | will not be.

MR. SAUNDERS, PRESIDING CHAIRMAN: Okay,
very well, Mr. O'Flaherty, continue on.

MR. OFLAHERTY: Okay, thank you. Mr. Pelly, I'dlike
to start with a couple of items | think we can both agree
on. Do you agreethisisatopic of major importance to
the indications for the private passenger vehicle rates?

MR. PELLY: Yes, | do.

MR. OFLAHERTY: Andwould you aso agree that the
changes in the selected loss development factors from
last year'sfiling are significant?

(9:15am)
MR. PELLY: Give meamoment, and I'll answer that.

MR. OFLAHERTY: | supposethisis more of agenera
observation, at the bottom of page five of this year's
filing, we have a statement here that says, from these
exhibits, and these are the exhibits attached to the
filing, we observe that the development assumptions
for incurred losses at 31 December, 2001, are generally
higher than those at 31 December 2000, due to the
greater than expected emergence (phonetic) on older
accident years during 2001.

MR. PELLY: | agree with that statement.

MR. O'FLAHERTY: Okay, | expected you would, so
would you agree then that in that context at least, that
the changes in the selected loss development factors
from last year's filings are significant?

MR. PELLY: Thedifficulty I'm having in giving you a
quick answer of yes arises because not al of the
significance that's referenced in that part of the text is
strictly due to the loss devel opment factors.

MR. OFLAHERTY: Okay.
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MR. PELLY: It aso arises because of the clams

experience.

MR. OFLAHERTY:: That'sfair enough, I'll rephrase the
guestion then because we are going to be in ... thisis
going to be along topic and | don't want to get hung
up on semantics. Just go to page 4.4 of the actual
filing, thisyear'sfiling. Do you have that?

MR. PELLY: | do.

MR. OFLAHERTY: Now, you've indicated, and I'm
paraphrasing from the narrative that you've added in an
extra line here to show us the 2000 |oss development
factors, well the loss development factors based on
2000 AIX information, and that would be the line which
would be third from the bottom on this particular page,
| take it, okay, and directly below that it's going to be
the selected factors for this year.

MR. PELLY: That's correct.

MR. OFLAHERTY: Okay, so there is a pattern of
increase on the selected for this particular filing over
last year'sfiling, is that correct?

MR. PELLY: No, the twelve 2000 loss development
factors...

MR. OFLAHERTY: Yes.
MR. PELLY: Relateto our analysis of the 2000 AlX.

MR. OFLAHERTY: Sorry, exactly, you're correct, that's
right, and it's as a result of the emergence in the last
year, there is a change in the loss development factors
from the 2000 AIX based on this year's review of that
data. Sorry, based on the 2001 AlX.

MR. PELLY: That's correct.

MR. OFLAHERTY: Okay, it's correct, | need to be very
specific on this. Okay, now these new or updated
selections are ultimately responsible for a large portion
of the increase to the indicated rates, are they not?

MR. PELLY: | would agree.
MR. O'FLAHERTY: Now, in terms of just basically

orienting myself for the process, we're at the stage of
the process where you're taking accident year reported
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losses, or sorry, loss costs, and you're devel oping them
to the expected ultimate values, is that correct?

MR. PELLY: Technically we're applying them to losses
before they get converted to loss cost but it's a minor
point, yes.

MR. OFLAHERTY: Okay, and you're doing that by
using amultiplicative factor.

MR. PELLY: Correct.

MR. OFLAHERTY: Alright, so in a simple example,
you've got reported loss costs of $100 and you're going
to select a multiplicative factor of 1.5 and you're
expected ultimate value is $150.

MR. PELLY: Yes.

MR. OFLAHERTY: Okay, so that'sthe type of analysis
were going to be looking at, and the actual, the
numbers for this incurred projection are at the top, the
incurred loss costs, incurred amounts?

MR. PELLY: Theincurred amounts, yes.

MR. OFLAHERTY: I'm speeding along here, | should
slow down, okay, I'll take my time through this. I'm
trying to balance effectiveness with getting the
message across, okay, so that's, that information at the
top of this particular page, is that referred to as a loss
triangle?

MR. PELLY: Very good, yes.

MR. OFLAHERTY:: So the change between the figures
in the columns as they head out to the right, those
correspond to the actual multiplicative factor that you
can find below in the next set of information which is
called development factors, isthat correct?

MR. PELLY: That's correct.
MR. OFLAHERTY: Somy 1.5 exampleisthe1.41, 1.12,
etcetera, etcetera, that are found throughout that next

triangle.

MR. PELLY: Wadll, dmost. The 1.5examplel think you
were trying to use would represent a factor to ultimate.

MR. OFLAHERTY: To ultimate yes.
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MR. PELLY: And each of the columns that you see
here is an interval factor, so it takes you from one age
to the next age. To create afactor to ultimate you need
to accumulate the interval factors, but basically, yes.

MR. OFLAHERTY: Okay, and you're going to be
looking at a method of selecting the appropriate loss
development factor for each of the vertical columns,
which are the time intervals as we move through this
chart on the very bottom, is that correct?

MR. PELLY: Yes.

MR. O'FLAHERTY: Okay, | hope that was of some
assistance to ... now, would you agree that the Board's
actuaries use a standard approach to selecting loss
development factors, which is a five year weighted
average?

MR. PELLY: It'san approach that's not uncommon, if
that makes it standard, sure.

MR. OFLAHERTY: Okay, and I'll be very specific with
my question, they don't make any ... when they're
reviewing these vertical columns, they use a five year
weighted average for each of the vertical columns?

MR. PELLY: That's my understanding.

MR. OFLAHERTY: Okay, so when | say standard, they
do not use, there's no random selections, they use one
approach for all of the columns?

MR. PELLY: That'strue.
MR. O'FLAHERTY: Okay.
MR. PELLY: That'swhat their recommendation is.

MR. OFLAHERTY:: Alright, now in terms of the way
that you are going to ... so, and just so that ... | may be
being a bit bedantic (phonetic) here, but in other
words, some of the different possibilities might be in
the second band of information from the bottom, you
have your last three years, your last five years, al
years, that sort of ... that gives you an idea of an
averaging approach to the information, correct?

MR. PELLY: Different approachesto ...
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MR. OFLAHERTY: Right, now the one that they use
is not here, it's not listed. They use a weighted five
year approach.

MR. PELLY: That'sthe...
MR. O'FLAHERTY: Oh, itisthere, yeah, the 1.2016.
MR. PELLY: The sixth one down.

MR. OFLAHERTY: Okay, and is that, does that take
into account the weighting that they use, you know, for
example, 30 percent on the last year, 20 percent,
etcetera

MR. PELLY: | believe that's the case, yes.

MR. OFLAHERTY: Okay, you believe that's the case,
okay. So then your approach is not actualy listed here,
is it? There's not a separate category showing your
approach?

MR. PELLY: Waell, our approach involves the
application of actuarial judgement which you can't
program, SO ...

MR. O'FLAHERTY: Right.
MR. PELLY: That'strue.

MR. OFLAHERTY: Exactly, okay, soif wewereto look
through al the exhibits, and I'm just going to
concentrate on third party liability, okay, because that's
the major, that's where the major differences are going
to be found at the end of the day, correct?

MR. PELLY: Yeah, it'san important coverage.

MR. OFLAHERTY: Okay, but there are similar charts
for each of the difference coverages for private
passenger vehicle?

MR. PELLY: That'strue.

MR. OFLAHERTY: Okay, now if we were to look
through all of these different exhibits which | have, it
seemsto methat as ageneral rule, or no, that's not even
specific enough, that if one approach were selected
more than others by your particular company, it would
be afive year average approach, would you agree with
that?
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MR. PELLY: That istrue, yes.

MR. OFLAHERTY: Okay, so then the five year
weighted average is selected for the vertical columns by
the Board's actuary in all casesfor al coverages?

MR. PELLY:: | believe that's the recommendation.

MR. OFLAHERTY: Okay, and you have a, we'll call it
a default or dominant approach of five year averaging.

MR. PELLY: Yes.

MR. O'FLAHERTY: And but you vary from that
approach for particular columns, vertical columns, as
you review them.

MR. PELLY: That's correct.

MR. OFLAHERTY: Okay, now would you agree that
your selected loss development factors for Bl are
selected more judgementally than either the five year
weighted approach of the Board or even your own
general five year approach?

MR. PELLY:: Itinvolvesthe application of judgement,
yes.

MR. OFLAHERTY: Okay.
MR. PELLY: That'sfundamental actuaria work.

MR. OFLAHERTY: Okay, but just in terms of ... at the
very highest level, your approach is by its very nature
more random than either the Board's approach or the
approach of the five year averaging?

MR. PELLY: No, | would disagree. It's not random at
al, it's directed. It's specifically focused with the
objective of dealing with the data properly.

MR. OFLAHERTY: Soyou'reaiming for precision or
responsiveness, | take it, when you take an approach,
youre going to dea with every single column
differently?

MR. PELLY: Wadll, asyou know, we haven't dealt with
every single column differently. We look at each
column with the objective of identifying the need. In
this instance, dealing with data exclusions, we're
looking for the need to exclude a data point because it
isn't contributing to the process of developing an
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expectation for the future, or it's distorting the process
of selecting a devel opment expectation for the future.

MR. OFLAHERTY: WEéll, you would acknowledge that
in either of the five year averaging approach, or the five
year weighted averaging approach to these vertica
columns, there are no data points that are removed.

MR. PELLY: That'svery true.

MR. OFLAHERTY: Now the report of the Board's
actuary makes the point that there is a pattern within
thethird party liability, bodily injury tort, loss triangles,
of selecting, sorry, of excluding the lowest year or even
years in each case for bodily injury. Would you agree
with that?

MR. PELLY: That happensto coincide with the points
that were excluded, yes.

MR. OFLAHERTY: Okay, so if we then look over, and
| hope you have open BGP-3, page 12.

MR. PELLY: | havethat.

MR. O'FLAHERTY: In each case, when you are
excluding data for the purpose of arriving at an
appropriate selection of these vertical columns, for each
of these vertical columns, the data points you, that you
areremoving are the black dots. They are all below the
line, in other words, they are below the red line, would
you agree with that?

MR. PELLY: That'strue.

MR. OFLAHERTY: And they are always the lowest
point or more than one lowest point in the analysis.

MR. PELLY: | don't think they're always the lowest
point. If you look ininterval four you can see there is
one data point below the black dot, although it's older
than the latest five years.

MR. OFLAHERTY:: Fair enough. Let's go back tothe
loss triangle then. In the first of the, in the first of the
vertical columns then we're going to be looking at five
years of accident datain each case, correct?

FOR THE RECORD
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MR. OFLAHERTY: Okay, isthat the way in which you
were, that you have analyzed it?

MR. PELLY: WEéll, welook at the entire triangle but we
ended up using as a starting point for our anaysis, a
five year average as we previously established.

MR. OFLAHERTY:: Right, sointhe middlie of the... the
triangle that deals with development factors, that's the
one I'm referring to, Mr. Chairman ... if you look at the
first five numbers there, I'm sorry, the bottom five
numbers from 2000 back up to 1996, and they are 1.4106,
1.212, 1.558, 1.058, and 1.823, and the selection in this
case is your default selection, I've called it, the average
of the last five years, is that correct?

MR. PELLY: | think you actualy read some of the
numbers incorrectly, but in principle, | know what you
intended to do and ...

MR. OFLAHERTY: It'sbeen along night, am | on the
right track?

MR. PELLY: | think you are, yes.

MR. OFLAHERTY: Okay, so now if welook over at the
chart, what you have ... you have no black dot here
whatsoever because you have not excluded any of
those five numbers.

MR. PELLY: That's correct.

MR. OFLAHERTY: So, and thisisinthe, you know, in
layman's language, so as far as you were concerned,
your analysis was that in each case the data points
were within areasonable approximation of the average,
were they? Perhaps | should back up. What's the
reason for excluding a data point again, you just
mentioned it a moment ago, the rationale.

(9:30 am)

MR. PELLY: Wewant our, the assumption that we end
up with to represent a reasonable expectation for the
future, and so we don't want to include data points that
lead to a distortion of that.

MR. OFLAHERTY: Okay, so when you judge that the
data point is adistortion then you will exclude that from

your particular selection?

MR. PELLY: Sure, yes.
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MR. OFLAHERTY: Okay, I'm just trying to work
through in my mind the process that you're going
through here, so in this particular case you looked at
those five data points for indications, and sorry, loss
development factors, and you did not exclude any one
of those five, and you included them all and used your
five year averaging.

MR. PELLY: That'strue.

MR. OFLAHERTY: And we turn to the next five and
these are, and | will read them from 1999 up, 1.1973,
1.0992,1.2117,1.1342,0.9110. Would you agreethenin
that case, the, the loss development factors selected is
the average of the four years which exclude the lowest
number, 0.9110.

MR. PELLY: That's correct.

MR. OFLAHERTY: Okay, and that 0.9110 isthe black
dot at the bottom of the interval marked two.

MR. PELLY: That's correct.

MR. OFLAHERTY: So that's the lowest point in the
data set of the five that you're considering for your
selection.

MR. PELLY: Weéll, we can, as| said, we consider the
whole triangle, but of the five we use as the default.

MR. OFLAHERTY: Okay, and you consider that to be
adistortion?

MR. PELLY: We would exclude it because it's an
outlier, yes.

MR. OFLAHERTY: Now, that black dot in the second
interval iswhenit's... okay, I'll come back to that. Let's
go to the third of the vertical columns, and this is the
one that reads 1.0868, 1.0698, 1.0590, 0.9561, 0.9753, and
in this case you've selected the average of the last, of
the three years which exclude the two lowest numbers.

MR. PELLY: That's correct.
MR. OFLAHERTY: Okay, and on the chart under the
interval four, or sorry, under interval three, that larger

black dot has two dots, has two, two ...

MR. PELLY: It'sreally two black dots.
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MR. OFLAHERTY: It's two black dots, and they're
both the lowest black dots.

MR. PELLY: Yes.

MR. OFLAHERTY:: Correct? Alright, and then the next
interval is the fourth one, and can | just speed this up
alittle bit by saying that you've excluded 0.9097, which
is the lowest of the five in that case, and arrived at the
average of the other four?

MR. PELLY: | believe that's true, yes.
MR. O'FLAHERTY: : Isthat too fast for the Board?

MR. SAUNDERS, PRESIDING CHAIRMAN: No, |
follow you, Mr. ...

MR. OFLAHERTY: Okay, and that's the black dot at
the bottom, sorry, that's the black dot shown there just
above the 0.9097, sorry, just above the 0.9 bar, isit? Is
that the black dot that's shown just abovethe....

MR. PELLY: Yes.

MR. OFLAHERTY: Okay, thank you. If you go to the
next one you've chosen afive year average?

MR. PELLY: Yes.

MR. OFLAHERTY: And in the next one after that
you're back to four years again, this time excluding
0.9025, and you get the average of the other four.

MR. PELLY: | believe that's the case, yes.

MR. OFLAHERTY: Okay, sol've... and that would be
the black dot which is shown in the interval six on our
chart?

MR. PELLY: I think so, yes.

MR. OFLAHERTY: Okay, soin each of the cases, the
point that was being made by the Board's actuary was
that the data points that you've excluded were the
lowest or more than one of the lowest points that were
within the five year data cohort, well call it. | know
that's not the correct term, but would you agree with
the statement by the Board's actuary?

MR. PELLY: Yes, | don't have any problem with the
word "cohort", either.
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MR. O'FLAHERTY: Okay, thanks, I'm getting the
terminology. Now thered linethat you arrive at here on
your chart, I'm going to hop back over to your chart
here, that red line is actually the line that flows through
the points that's determined by the five year average,
the four year average, the three year average, the four
year average, the five year average, four year average
progression that | just went through with the vertical,
correct?

MR. PELLY: Reflects our selections, yes.

MR. OFLAHERTY: Okay, now would you also agree
that the red line for a just straight five year average
would be alower red line than this one you've come up
with?

MR. PELLY: Yes.

MR. OFLAHERTY: And would you also agree that the
red line that would be developed by the Board through
their, just consistent five year weighting average would
be alower red line?

MR. PELLY: Than thered one?
MR. OFLAHERTY: Yes.
MR. PELLY: Yes.

MR. OFLAHERTY: Okay, now | just want to look a
the different numbers now, the differences from which
the black dots move off, not the red line, but off the five
year average humber, okay? Now, what I'm going to ...
this line is not on this particular chart, the five year
average, but what I'm going to ask Mr. Pelly to assume
isthat if the line was the five year average, which is his
default approach, how far would the data points be
from the five year average in each case? Now, I'm
going to suggest to you that, and I'll just do this by
leading questions, okay, and then you can correct me
if I'mincorrect ... thefirst interva of that analysis would
not be relevant, would it, because there is no data point
excluded.

MR. PELLY: They're the same value.

MR. OFLAHERTY: Right, in the second interval, the
point that you have selected would be point two, and
| guess just to orient us, the five year average is going
to be 1.1107, right, that's that second line in, as we're
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going to go across the page, which is in the second
group of information.

MR. PELLY: Yeah, thethird group of information, yes.
MR. OFLAHERTY: I'm sorry, and the one I'm
excluding, I'll just do this one, the one that you've
excluded is .91, okay?

MR. PELLY: Yes.

MR. OFLAHERTY: Alright, so the amount by which,
and wel'll call these points, okay, so this black dot is 20
points off the five year average there, would you agree?
MR. PELLY: Approximately.

MR. OFLAHERTY: Okay, sothat's 20, and if you go to
the next interval, the two black dots in the number three
interval are .05 and .07, so they're five and seven points
off the five year average.

MR. PELLY: Approximately.

MR. OFLAHERTY: Okay, and inthefourth interval the
black dot is nine points off the five year average.

MR. PELLY: Approximately.

MR. OFLAHERTY: Okay, and inthe sixth interval, the
black dot is again, nine points off the interval.

MR. PELLY: Approximately.

MR. OFLAHERTY: | don't know if | skipped one.
MR. PELLY:: | think you got them all.

MR. OFLAHERTY: Okay, yes, dright, so ... and | just
want to ask you, the blue dot, which isin the first group
of information that you have there, and that would be
the 1.4106, if we just go al the way back to the first
column.

MR. PELLY: Yes.

MR. OFLAHERTY: How far is that off the five year
average ... well, I'm going to suggest to you it's 22

points off the five year average.

MR. PELLY: That sounds about right.
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MR. OFLAHERTY: Okay, so then we have a situation
in which you're excluding points that are nine points
off, nine points off, five and seven points, and 20
points off, but you have chosen not to exclude the
point which is 22 ... which is the greatest, has the
greatest difference from the five year average, the 22
points, would you agree with that?

MR. PELLY: | agree with that.

MR. OFLAHERTY: Okay, now that's so ... would you
agree that's further from the five year average than any
other point, any other black dot that you have
selected?

MR. PELLY: Selected to exclude.
MR. OFLAHERTY:: Selected to exclude.
MR. PELLY: That soundslikeit's the case, yes.

MR. OFLAHERTY: Now, of course, | takeit that you
wouldn't have any difficulty excluding points that were
above the ling, rather than below the line. This is,
because, as you've indicated, this is not an exercise
whereby you're just taking things off below the line.

MR. PELLY: Correct.

MR. OFLAHERTY: Okay, now if, if werefer then to the
page that | asked you to open, page 4.2 of the other, of
the last filing, can you look at the first column there.

MR. PELLY: | havethat.

MR. OFLAHERTY: Now, inthat first column, from the
last, the last, you know, the vertical column that you
made your selections from, we're still doing the same
approach, you're going to make selections that are
going to be based on excluding data points that are
distortions, correct?

MR. PELLY: That'sthe objective.

MR. OFLAHERTY: Okay, inthisone, | would suggest
to you that you have excluded the point which is
1.4652.

MR. PELLY: | believe that's the case.
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MR. OFLAHERTY: Soyou have selected one, in this
case, which is 25 1/2, 26 points over the five year
average.

MR. PELLY: Selected it to be excluded.

MR. OFLAHERTY: Selected it to be excluded, sorry, |
don't mean to be speeding up here, but ...

MR. PELLY: Okay.

MR. OFLAHERTY: Okay, sothat it is certainly opento
you to take a point which is above the five year average
like this, 25, 26 points higher, and you've done it in the
past, and exclude it altogether.

MR. PELLY: Absolutely.

MR. OFLAHERTY: Okay, and the reason for that
would be because it represents a distortion in the data.

MR. PELLY: That's correct.

MR. OFLAHERTY: Okay, now would you agree that
the selection of your approach, well it's not even the
selection of your approach, but that the effect of
making these particular selections, if we go back to
2001, isto arrive at a significantly increased indication
for private passenger rates ultimately. Now, that's not,
actually that's not a very clear question, let me go back
again. Would you agree that the selection of, or the
removal of these selections in arriving at the selected
loss development factor, will have the effect of arriving
at higher indicated rates than if one were to adopt the
Board actuary's or your general five year average
approach.

MR. PELLY: Inthe current filing, that's true.

MR. OFLAHERTY: Okay, now, can | bring you to the
accident benefits in one of these charts, | just want to
bring you to that one aswell. That's page 4.1.6. Those
are the loss triangles showed on the same schedule,
weredtill in private passenger vehicle but it's one of the
other coverages.

MR. SAUNDERS, PRESIDING CHAIRMAN: What was
the number again?

MR. OFLAHERTY: 4.1.6.

MR. PELLY: 4.16, | guess.
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MR. SAUNDERS, PRESIDING CHAIRMAN: Yes.
MR. O'FLAHERTY: Okay, sorry, 4.16, yeah.
MR. PELLY': It'ssort of an easier reference.

MR. OFLAHERTY: Can you describe for the Board
what the ... you know, what the approach is that's being
used in this particular case?

MR. PELLY: Wéll, we would start with the same basic
philosophy in approach so | wouldn't suggest that it's
materially different.

MR. OFLAHERTY: Wéll, maybel can just highlight for
you my point, it's a very straightforward point in any
event. If you look at the average of the last five years,
which is your default selection. In five out of the six
vertical columns, you have selected values, which is
the second, sorry, the second row from the last of the
information proceeding horizontally, you selected
values that are higher than the average of the last five
yearsin five of the six vertical columns aswe go out in
time, isthat correct? The only being 60 to 48 months ...

MR. PELLY: I think that's correct, yes.

MR. OFLAHERTY: Okay, now, in order to arrive at
that wouldn't you necessarily have to exclude again the
lower, or lowest points that are within the data cohort
in each of those five out of six cases?

MR. PELLY: | don't think that can be the genera
statement, but that may be the case.

MR. OFLAHERTY: Yeah, okay, but you see, what I'm
trying to say isthat in order to ... if you have five years
of data and you've arrived at an average that's higher
than five years of data ...

MR. PELLY: You must have excluded some of the
lower points.

MR. OFLAHERTY:: Okay, in each of thefive out of six
Cases.

MR. PELLY: Yes.
MR. O'FLAHERTY: So again, you've judgementally

excluded certain yearswith low valuesin order to arrive
at the selected values.
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MR. PELLY: Yes.

MR. OFLAHERTY: Okay, now when | go back to this
chart, Mr. Pelly, and | put this to you because this is
what I'll be submitting to the Board, this is the cart at
number 12, which is BGP-3 at page 12.

MR. PELLY: | havethat.

MR. OFLAHERTY: Okay, now if we can just look at
the first interval there which has the blue dot which
you've chosen not to exclude.

MR. PELLY: Yes.

MR. OFLAHERTY: And that'sthe onethat we'veall ...
that you and | have agreed is different from the five
year average by more than any of the points that you
have excluded.

MR. PELLY: That's correct.

MR. OFLAHERTY: Okay, now when | look at thisas a
layman, you know, looking at trying to find where the
points are on the chart, and we had sort of a back and
forth on that yesterday, that seems to me to be the
point that jJumps off the page as being the point that's
the most of ablip or an unexpected event, do you have
any comment on that?

MR. PELLY: Oh, I'd be delighted to.
MR. OFLAHERTY: Okay.

MR. PELLY: Probably two thoughts that come to mind.
The first thought is that in the first column the
development from 12 to 24 months in this particular
coverage is the interval where you're going to have the
biggest development because the claims are the most
immature, or the least mature, so factors are naturally
going to be more, there's going to be more randomness
in the factors, or they'll be gravitating towards a higher
value than would be the case in subsequent intervals,
but the more important observations are all of the
values that appear around the blue dot that we're
talking about here that did not get excluded, the high
value blue dot. You can see that it is not an outlier
relative to the longer-term history. In fact, there'salot
of history in that vicinity. That's what distinguishes
that blue dot from all of the excluded black dots which
don't have alot of supporting history context, historical
comparative values. That's what led to the decision to
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not exclude that data point in thisinstance, but to make
the exclusionsin the other instances.

MR. OFLAHERTY: Okay, when you were testifying
yesterday, you agreed that the rates that had been
proposed to the Board in 19 ... sorry, in 2001, were
thought to be adequate at the time, is that correct?

MR. PELLY: | believe the indications were thought to
be adequate, let's just take alook at them ... pretty close
to adequacy.

MR. OFLAHERTY: Okay, and you were, and you
received an order from the Board which was very close
to, or you know, quite close to what you had indicated
were the required rates.

MR. PELLY: Well the deceptive thing there is what led
to the Board's decision to move to a higher value in
approval. The indications in the filing assumed a
particular effective date, and that effective date was not
realizable due to the timing of the final Board decision,
so the Board when they were first trying to make a
decision, we pointed out to them the time lag inherent
in the approval process and | believe that may have
influenced them to choose a higher approval level than
they would have otherwise chosen prior to us bringing
that point to their attention.

MR. OFLAHERTY:: Yes, | would concede that point, |
think that's correct.

MR.PELLY: Soasanindicationin thisapplication, that
was predicated on a certain effective date which, | think
it was about seven months, but I'm, that's a pretty
distant memory right now ... which is about seven
months short of what the indication needed to be given
the actual timing of the implementation.

MR. OFLAHERTY: Okay, maybe I'll come at the issue
injust alittle bit different way, okay, the ... from reading
the narrative at pagefive, at the bottom it says that from
these exhibits, and we're talking about the exhibits
we've just looked at, we observe that the development
assumptions for incurred losses at 31 December, 2001,
are generaly higher than those at 31 December 2000,
due to the greater than expected emergence on older
accident years during 2001, so | would suggest to you
that the factor to which you have attributed the
generally higher development assumptions for incurred
losses is the unexpected emergence on older accident
yearsin 2001, would you agree with that?
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MR. PELLY:: It has certainly been an influence, yes.

MR. OFLAHERTY: Okay, so then something that was
unexpected happened in 2001 that you didn't anticipate
in your previous application, which has now caused
this particular lift in rates, sorry, in loss development
factors, would you agree with that?

MR. PELLY: The previous application was primarily
based on older data than the one we're making reference
to here, but in spirit, yes.

MR. OFLAHERTY: Isthat afair point?

MR. PELLY: That'safair point, | mean development
was greater than expected.

MR. OFLAHERTY: So then we're responding to
something that's unexpected. Would you agree that
your approach is more sensitive to the unexpected
event than is the five year weighted approach which is
suggested by the Board?

MR. PELLY: That would take some work to determine.
MR. OFLAHERTY:: Alright.

MR. PELLY:: | don't think | can give you aquick answer
to that.

MR. OFLAHERTY: Okay, by excluding the lower
points on a particular ... and you know, | might be
coming at thisin sort of amorelayman's... I'm sure | am,
but by excluding the points that are lower from these
four year, three year, and four year, and four year
averages of the vertical columns, by that very process
don't you make the analysis more sensitive to the
unexpected event?

MR. PELLY: Were certainly choosing to respond to it,
yes.

MR. OFLAHERTY: Okay, and wouldn't you agree that
the Board's approach, which isa... the Board's actuary's
approach, which is an across the board standard
approach to each of the vertical columns would not
respond as sensitively to the unexpected event because
of it'svery nature?

MR. PELLY: Once again, I'm not sure what you mean
by the words standard approach, but it's certainly a
normal mechanism ...
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MR. O'FLAHERTY: And | don't mean to imply that
your approach is not an appropriate approach. When
| use the word "standard", | mean a consistent
approach, and perhaps that's a much better way of
putting it. The Board's actuaries are saying, use a
consistent approach to each of these vertical columns,
and your five year average default approach uses as
consistent approach to each of these five years
columns ... isn't it true that using either of those two
approaches would not be as sensitive to the
unexpected event?

MR. PELLY: Inthisinstance, that's correct.

MR. OFLAHERTY: Okay, and isn't it one of the
genera principles of actuarial science that you attempt
to avoid an overreaction to an unexpected event?

MR. PELLY: Absolutely.

MR. O'FLAHERTY: Okay, | want to move on now to
another statement about loss development factors, it's
a separate topic within loss development factors. Can
| ask you take out the Intervenor's prefiled evidence.
There's evidence prefiled from a Mr. Winston Morris,
which should be tabbed with his name on the ... it's
alphabetical, so it would probably be about halfway
down.

MR. PELLY: | havethat.

MR. OFLAHERTY: And open up at Tab 2, which
should be the ... actually Tab 3, just goto Tab 3, and if
you can just leave that open there for a sec, and I'm
going to be referring to a statement that you've madein
your narrative, and I'll just read it to you, I'm sure you're
quite familiar with it. In general, that's at the bottom of
page four, Facility Association loss development
factors were selected on a basis consistent with the
work carried out for the purpose of Facility
Association's financial reporting.

MR. PELLY: That's correct.

MR. OFLAHERTY: Okay, now you will recall when
you were qualified by Mr. Stamp, that | asked you the
guestion whether, as part of your practice, were you
also, did you also have expertise in the financial
reporting aspect of actuarial science, do you recall that?

MR. PELLY: [ do recall that.
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MR. OFLAHERTY: Andyou recall you agreed you do
have such expertise?

MR. PELLY: | do.

MR. OFLAHERTY: Okay, | want to ask you some
questions about this particular area so | fully
understand what's meant here.

MR. PELLY: Could | add apoint of clarification?
MR. OFLAHERTY: Sure.

MR. PELLY: Just as clarification, | do have genera
expertiseinthe area, but | want to make it clear that | am
not the valuation actuary for Facility Association. | do
function as their pricing actuary. The valuation actuary
isapartner in my firm, and we work closely together to
make the statement that's made in the filing a factual
statement.

MR. OFLAHERTY: No problem, | just wanted to point
out, and I'm sure you're aware that in the website for
your company, it does indicate that you are experienced
in assisting clients to comply with financial reporting
reguirements.

MR. PELLY: And I'm not disagreeing with that.

MR. O'FLAHERTY: Okay, so we're on the same page
then. Okay, in this particular document, the
Intervenor's prefiled evidence, there is an indication in
here that an actuary plays a role in the financia
reporting with respect to the Facility Association's
residual market segment, would you agree with that? 1'll
bring you to the, I'll bring you to the page, | think it's
page 9 of 19.

MR. PELLY: Yes.

MR. OFLAHERTY: And it also makes referenceto ...
sorry, it also makes reference to a note "AD"
(phonetic), aswell, which is going to deal with incurred
but not reported losses, and that type of information
over a AD, so we're just looking at the role of the
actuary, if you want to read that, you may be very
familiar with the language.

MR. PELLY:: I'veperusedit, if | need to get detail, | will
get that.
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MR. OFLAHERTY: Okay, what istherole of an actuary
in financia reporting for the Facility Association
residual market segment?

MR. PELLY: Inan effort to try and keep it simple, in
effect, the actuary's role is to provide an opinion that
the actuarial liabilities are fairly presented in the
financial statements.

MR. O'FLAHERTY: Now, do ... and can we agree that
the actuarial work which is being performed by, sorry,
being performed on behalf of the Facility Association's
residual market segment, is actuarial work performed by
Eckler Partners Limited?

MR. PELLY: That'strue.
MR. OFLAHERTY: Okay, and it is performed, I'm
assuming from what you've said, it's performed by a

separate partner within the firm?

MR. PELLY:
staff, yes.

In conjunction with the assistance of

MR. OFLAHERTY: Areyou involved in that process?

MR. PELLY: | am consulted at stages, I'm not heavily
involved in the valuation work.

MR. OFLAHERTY: Okay, are actuaries, sorry, does
Eckler Partners Limited specifically calculate or make ...
calculate based on actuarial analysis of loss experience,
the reserves for financial reporting purposes?

MR. PELLY: There's an unpaid claims liability that
appears in the financial statements, portions of that are
estimated by Eckler Partners.

MR. OFLAHERTY: Does Eckler Partners select loss
development factors for the purpose of arriving at these
ultimate liabilities that are posted in the financia
statements?

MR. PELLY: Theprocessissimilar to what we've been
through.

MR. OFLAHERTY: And the purpose of that is to
provide an opinion to the regulators in particular
jurisdictions that there are sufficient reserves to meet
the liahilities of Facility.
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MR. PELLY: In the specific case of Facility
Association, it even goes beyond that. | mean, yes, it
is to the regulators, but because of the sharing
mechanism that Facility Association represents, having
an actuary's opinion on the adequacy of the claims
liabilitiesand premium liabilities for Facility Association
is an efficiency to allow the appointed actuaries, or
valuation actuaries of the member companiesto rely on
that opinion, rather than independently doing, each
doing avaluation of Facility Association.

MR. OFLAHERTY: And that makes perfect sense, |
see where you're going and what you're saying. Soin
other words, so that the member companies don't have
to post, or do opinions with respect to liabilities which
could be a thousand companies, | guess, across
Canada, you know, and | ...

MR. PELLY: Not that many, but ...

MR. OFLAHERTY: Waéll, okay, 100, 100 companies
across Canada, then Facility will facilitate that process
and do it themselves.

MR. PELLY: And then that opinion is provided as a
point of reference, and it's available for actuariesto rely
on that opinion.

MR. OFLAHERTY: Okay, so the actuary then playsa
role both in estimating the loss development factors ...
sorry, selecting the loss development factors for the
purpose of financial reporting, and then for the purpose
which we're here today for, of rate making.

MR. PELLY: Loss development plays arolein both.

MR. OFLAHERTY: Okay, and do | understand ... now,
| know that strictly speaking they're for two different
purposes, | understand that, but | want to explore any
overlaps between these two different practices that are
being carried out here on behalf of, for Facility
Association.  In both cases, is the cost, sorry, the
ultimate incurred cost of the same cohort of claims
being estimated?

MR. PELLY: Wadll, for financial statement, for financial
reporting purposes, it'sall inclusive, it'sall jurisdictions,
it's al coverages, it's all classes of vehicles. For arate
application it's case specific, it's one jurisdiction, one
class of vehicle, so | think my answer to your question
is no because of that distinction.
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MR. OFLAHERTY: Okay, so you'reindicating that ...
okay, well within the, within the analysis of the incurred
amounts ... alright, let me just stop for asec ... so you're
indicating that there is no analysis of the particular
cohort of claims that you are analyzing for the purpose
of rate making here in Newfoundland and Labrador,
there's no separate anaysis of that for financia
reporting purposes?

MR. PELLY: That's correct, and they both draw from
different data sources, there are different levels of
detail, and the analyses are perhaps difficult to compare
for that reason, and several other reasons, but
nevertheless, the objective of anayzing loss
development is similar.

MR. OFLAHERTY: Okay, well what does your
statement mean then, and perhaps | misunderstood,
what does it mean that in general you select the loss
development factors consistent with the work carried
on for the purpose of Facility Association's financial
reporting?

MR. PELLY: The consistency reference is primarily
directed about the balance point between stability and
responsiveness, so thisis like, for example, the choice
of using about afive year history as being a default, as
you used as an expression earlier, and also whether we
can look at it at the provincial level, or need to go to a
broader geographical base and look at it at a regional
level, those kinds of decisions are, we strive for
consistency between pricing and valuation work.
That's the consistency.

MR. OFLAHERTY:: But your evidence isthat thereis
no comparison possible between the cohort of claims
that the Board is looking at through your actuarial
analysis, and the cohort of claims which is being
reviewed for the purpose of reserves for financial

reporting.

MR. PELLY: Waéll, let me give you a clarification of
what I'm trying to convey.

MR. OFLAHERTY: Okay, because | need that, thank
you.

MR. PELLY: For purposes of financia statement
reporting, you'll notice that Facility Association's fiscal
year ends on October 31st, so when we're doing an
analysis for financial reporting purposes, we are
working with data, in actual fact, that's reported to
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September 30th, and then we build in a projection to
October 31st, and then verify close to the time when
these statements are just being finalized, but were
working with an incomplete accident year, and we're
working with data that is reported up to a point partway
through a calendar period. That datais produced from
an information system called the claims run-off system
in ... or that's what | cal it anyway ... within Facility
Association, and it groups and organizes the datain a
certain manner, an example of which isby coverage. It
has data for liability, for accident benefits and for other.
Those are the three coverage categories that are
available from that system. When we're doing work for
pricing, we're working with calendar accident year data,
and either data reported to a December point or a June
point. In this application it's a December point. The
data is broken down at a much more refined level by
coverage. We have bodily injury separate from
property damage, we have uninsured auto on its own,
and we have al of the physical damage coverages
independently available to us. Two separate
information sources, one much better suited to
valuation work, one much better suited to pricing work,
and we take advantage of each in the relative contexts.

MR. OFLAHERTY: So then it isn't possible, your
evidence is, to compare the loss development factors
that you've used in the policy liabilities report for the
purpose of financia reporting, with the loss
development factors that are being used before the
Board to justify particular rate revisions?

MR. PELLY: | would say it would be difficult for a
layman to do it because there are a lot of things you
need to think about when you are trying to draw that
comparison. We provided your expert with an
overview explanation of some of the differences that
you heed to consider, and we certainly made ourselves
available to answer any follow questions that she may
have had, and there haven't been any, so I'm, | don't
want to say you can't draw a comparison because we
do. In fact, we have a process that we go through and
try and assess the consistency in the actual estimated
ultimates between the two scenarios too, but you have
to understand that you need to do an aggregation of
the pricing work in order to draw a comparison with the
valuation work in different ways because they're
organized differently, so it's a non-trivial exercise to
draw that comparison.

MR. OFLAHERTY: Okay, | guess I'm asking you the
follow-up questions, instead of the expert, about this
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particular topic, and perhaps | don't have the necessary
level of indepth understanding of it right now, but what
| do need to understand is there is a statement within,
within the rate filing here that you make zero provision
for profit, would you agree with that?

MR. PELLY: Yes.

MR. OFLAHERTY: And isthat a consistent practice
right across Fecility?

MR. PELLY: For pricing purposes, yes.

MR. OFLAHERTY: For pricing purposes, okay, would
it, would that then indicate that there's a need to have
the same or very close loss development factors for
pricing purposes as there are for reserve purposes?

MR. PELLY: If you'retalking about the specific values,
the answer, | can't make the answer yes, because you're
working with two different kinds of data, but in terms of
principle, in terms of what you're trying to accomplish
with those loss devel opment factors, | would agree.

MR. O'FLAHERTY: So you should have the same loss
development factor for your reserve, and for your
pricing purposes, if you don't want to make, if the aim
is not to make a profit, but if the aim was to make a
profit, you would expect to have higher loss
development factors, sorry, yes, for rate making
purposes, isthat correct?

MR. PELLY: WEéll, you wouldn't accomplish it through
the loss development factors, and even if, as| just said,
even if, when you're trying to be the same, the factors
themselves won't be the same because you're drawing
from two different data sources.

MR. OFLAHERTY: And as soon as | asked the
question, | knew it was imprecise. Would the effect of
having higher loss development factors for rate making
purposes generaly have the effect of generating an
excess of premium over costs?

MR. PELLY: That's a potential consequence of it, but
if you're seeking in arate making context to build in a
profit provision, you would not do it through loss
development assumptions.

MR. OFLAHERTY: No, | understand that, | followed
your methodology, but would that be, would you agree
that would be an effect of doing that?
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MR. PELLY: In the event that you choose loss
development assumptions that are, that prove to be
whether by the unexpected happening, for example, if
you choose loss development assumptions that have
proved to be too conservative, then that can give rise
to an excess of revenue over expenses.

MR. OFLAHERTY:: Okay, dright, Mr. Chairman, can |
ask that we ... I'm going to head into another area, |
know it's not right on the point when we'd have a break,
but I'd just like to have a quick look at this material. It
is a little bit thick and I'm going to head into the loss
trends area.

MR. SAUNDERS, PRESIDING CHAIRMAN: Soyou
want to break now iswhat you're saying?

MR. OFLAHERTY: Waell, if that's acceptable to the
Board.

MR. SAUNDERS, PRESIDING CHAIRMAN: Sure, |
don't think anyone would disagree with that, would
they? Okay, well then is 15 minutes sufficient?

MR. OFLAHERTY: That'sfine, yes.

MR. SAUNDERS, PRESIDING CHAIRMAN: Well try
to be back at 25 past.

MR. OFLAHERTY: Thank you.
(break)
(10:30a.m.)

MR. SAUNDERS, PRESIDING CHAIRMAN: Okay, Mr.
O'Flaherty.

MR. OFLAHERTY: Thank you, Mr. Chairman. I'm
going to head into the area of loss trending, but before
| do | just want to touch on one other point so I'm
perfectly clear on your answers regarding policy
liabilities and the financial reporting aspect. In terms of
the policy liabilities data analysis that's undertaken for
the residual market segment of Facility Association, can
you advise whether there are loss development factors
specifically selected for Newfoundland policy liability?

MR. PELLY: Portions of the anaysis use
Newfoundland only data but the policy liabilities for
Facility Association residual market are, for purposes of
presentation in the financial statements, are aggregated,
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so | think my answer to your question is, yes, there is
some analysis done at the jurisdictional level.

MR. OFLAHERTY: Okay, thereis.

MR. PELLY: Yes, but there is no, for purposes of
expressing an opinion, the opinion is expressed for the
Facility Association residual market as an entity.

MR. OFLAHERTY: Okay.
MR. PELLY: Isthat ...

MR. O'FLAHERTY: And | don't want to re-open the
whole area or whatever, | just want to understand. So
then it's a situation in which the seven jurisdictions, |
believe you operate in seven jurisdictions?

MR. PELLY: Nine, | believe.

MR. OFLAHERTY: Nine, I'msorry, okay. And that the
data of the nine jurisdictions is separately analyzed for
policy liabilities by way of loss and then there is a
selection for loss development factors made?

MR. PELLY: Portions of the analysis are at the
jurisdictional level but it's not for every coverage, it's
not in every instance that everything is carried through
at thejurisdictional level. There areinstances where we
choose and find that it's more appropriate to use
something at a regional level for basis, as a basis for
making loss development assumptions. A good
exampleisthe very case that you took me to before on
page 4.16. That is an example of a situation where we
felt the need to go to our regional level and the 4.16 is
showing Newfoundland data but we based our factor
selections on Atlantic data and they were five year
average factors based on Atlantic data and we present
them on this page for purposes of the Board's review,
but we disclosed, of course, in the narrative the fact
that we used Atlantic data as the source.

MR. OFLAHERTY: Yes, that'sinthetable. Y ou show
where you use different data.

MR. PELLY: Yes. So, | mean, and ...
MR. OFLAHERTY:: Pagefive, table here.

MR. PELLY: ... the use of jurisdictiona versus regional
data is one example of the consistency that we were
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striving for between financial reporting and pricing
work.

MR. OFLAHERTY: Okay. | may have a couple of
other questions about that area but | just wanted to
move on to loss trending now because | had promised
to movetothisarea. Can|l just ask, to orient ourselves
in terms of the material, we're dealing with pages seven
and eight of the narrative from the filing and Appendix
A, Exhibit 5, and Appendix B, Exhibit 5 of thefiling, and
the previous trend selection from the 2001 filing are at
Appendix A, Tab 5, for private passenger vehicle, and
thereisno prior exhibit for commercia vehicle coverage
because there was no rate revision application in 2001
for commercial, correct?

MR. PELLY: Weéll, thereisaprior one but it'snot in the
2001 application.

MR. OFLAHERTY: It'snot in the 2001, yes, okay.

MR. SAUNDERS, PRESIDING CHAIRMAN: What
were the appendices to the current filing that you were
going to refer to, Mr. O'Flaherty?

MR. OFLAHERTY: For Appendix A, Mr. Chairman, it
would be Tab 5.

MR. SAUNDERS, PRESIDING CHAIRMAN: Yes.

MR. OFLAHERTY: And similarly ... and that would be
for private passenger. Appendix B, Tab 5 is the
commercial trending. There'sasummary then followed
by a series of exhibits, calculation exhibits.

MR. SAUNDERS, PRESIDING CHAIRMAN: | haveit.

MR. OFLAHERTY: Now, Mr. Pelly, when weretalking
about loss trends, | take it were applying an
inflationary factor to the historical incurred cost to
reflect forces outside the insurance industry. |s that
correct?

MR. PELLY: | don't think | would agree that it's outside
the insurance industry. The intent is to capture the
forceslike inflationary forces, but it's not just inflation,
that act on the cost of claims, and that's typically in the
insurance industry, to account for the expected
movement through time.

MR. OFLAHERTY: Your pointiswell taken. | guess
what I'm trying to point out to the Board is we're taking
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into account issues that are generated outside of the
claims continuum itself. These are matters that deal
with the economy and deal with the environment that
surround the people or act on the people that are
insured through automobile insurance, would you
agree with that?

MR. PELLY: Wherever those forces arise, yes, that's
theintent.

MR. OFLAHERTY: Okay. So thisis a higher level
analysis or it takes into account greater information
than does, for example, the loss development factor
analysis.

MR. PELLY:: | struggle with agreeing with that. |1 mean,
we're using claims experience in both environments.

MR. OFLAHERTY: Okay, that's fine. Would you
agree that there's a great deal of room for judgement in
this particular area to establishing trends?

MR. PELLY: Judgement pervades actuarial work, but,
yes, agreat deal.

MR. OFLAHERTY: Now, | takeit that the choice of the
data that you're going to use and the type of trending
analysis you're going to use can be very significant in
the trend that you arrive at.

MR. PELLY: | would agree.

MR. OFLAHERTY: Is your anaysis an unweighted
regression analysis?

MR. PELLY:: I think, if | aminterpreting your expression
correctly, I'll agreewith that. If you're being technically
sophisticated ...

MR. OFLAHERTY:: I'm not trying to be sophisticated.

MR. PELLY: A regression analysis that we're doing
actually does involve weights but were using a
conventional log linear (phonetic) regression and in the
sense that was raised by the Board's previous actuary
it's not aweighted regression in that sense.

MR. OFLAHERTY: Yeah. That'swhere | was going
with that. Do you give equal weight to the recent
experience and to the earlier experience in your trend
analysis?
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MR. PELLY: | haveto say the samething | just said but
if you're referring to the weighting mechanism that the
previous Board actuary's was, favoured, that is not
what we're doing. We're using equal weights in that
sense.

MR. OFLAHERTY: s this quite different than the
approach which is being used by the Board's actuary in
this particular case?

MR. PELLY: Our methodology?
MR. O'FLAHERTY: Yes.

MR. PELLY: No. | would say actually the regression
technique that we're using is fairly similar to the
regression technique used by the Board actuary.
Where we differ is in decisions on how long of a
historical period we would use or perhaps the inclusion
or exclusion of data points.

MR. OFLAHERTY: Sothe mgor differences are those
outlined in the Mercer Report starting with the number
of accident years that are going to be included. Canwe
agree with that?

MR. PELLY: Yes.

MR. OFLAHERTY: Okay. Now you're using along
period of time for your ... that's a loaded question.
You're using a longer period of time for your physical
damage coverages as a genera rule than the Board's
actuary is recommending.

MR. PELLY: That's correct.

MR. OFLAHERTY: Okay. Now, do you use Facility
datato develop your trends?

MR. PELLY: No, we use industry data.

MR. OFLAHERTY: And the Board's actuaries are
proposing the use of Atlantic data, | take it?

MR. PELLY:: | believe with respect to private passenger
vehicles they are in agreement to the use of provincia
data. They are accepting of our use of provincial data
for commercial vehicles but indicate that for certain
coverages for purpose, for their purposes for
developing the benchmark for the Board, | believe they
used Atlantic data, soit's ...
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MR. OFLAHERTY: Sothey'reusing...

MR. PELLY: They don't regject the use of provincial
datain all cases by any means.

MR. OFLAHERTY: Okay. Asagenerd principle, isit
necessary to make more judgmental exclusions with a
smaller data set?

MR. PELLY: That's certainly a possibility.

MR. OFLAHERTY: You showed us an exhibit
yesterday, for example, with abig spike, | believe it was
the commercial bodily injury trend, and where you
showed where you had eliminated the spike.

MR. PELLY: Yes, and if you looked at Atlantic data
over the same period of time, that spike probably would
not look as pronounced.

MR. OFLAHERTY: Right, okay. So that'sthe effect of
using more data, is you, rather than smaller data when
you're trending, you probably have to make more data
exclusions for smaller data sets.

MR. PELLY: That's certainly a possibility. It might
depend upon the critical mass of the smaller data set.

MR. OFLAHERTY: Okay. Well let's just turn to the
main issues now and we talked a lot about the section
of haf yearly versus yearly accident data yesterday.
I'm going to go to, right to unemployment, okay? | ask
you to look at BGP-3, page four. Now, | believe, if I'm
not mistaken, that this was the set of data points that
you indicated was a difficult set of data points through
which to draw aline. Would you agree with that?

MR. PELLY: We found that to be the case, yes.

MR. OFLAHERTY: And you're attempting to draw an
exponentia line through the data points, isthat correct?

MR. PELLY: Technically it'salog linear line but, yes.

MR. OFLAHERTY: Okay. What is the other possible
way of drawing aline?

MR. PELLY: You can useregression to fit straight lines
aswell.

MR. OFLAHERTY: Okay, aright. So, then this
particular analysis then is broken down, because you
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say it's adifficult line, it's broken down into frequency
and severity charts separately.

MR. PELLY:: It'sone of the techniques we've used and
have applied in thisinstance.

MR. OFLAHERTY: And that takes us to then the next
two charts. The first one is severity, next one is

frequency.
MR. PELLY: | havethat.

MR. O'FLAHERTY: So because you found, if I'm
correct now, and please correct meif I'm on the wrong
track here, is because you found the initial data points
to be difficult to plot that you broke it down into
frequency and severity to look at it from that sort of a
more in-depth analysis.

MR. PELLY: Inpoint of fact the regression exhibits, the
actual runs that we do, show information for an
analysis of loss cost frequencies and severities all at
the same time, so although we may have our focus on
trying to fit to loss cost history, at the same time we
have available a history for frequencies and severities
and how the regression is performing in that regard as
well, so we attempted some models to fit to the loss
costs and were not having success with that and
looked to see if we could have success by separating it
into its frequency and severity components.

MR. OFLAHERTY: And that's the approach that you
adopted?

MR. PELLY: Yes.

MR. OFLAHERTY: And then that approach then was
the means by which unemployment was added as a
variable to No. 6, which would be the frequency trend.

MR. PELLY: That's correct.

MR. O'FLAHERTY: Now, would you agree that the
consideration of the unemployment variable is
significant to the annua claim frequency trend for
property damage tort and collision, specifically that it
appears to change the slope trend upwards?
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in some instances and it's down in others, depending
upon the point in time.

MR. OFLAHERTY:: Isthe overal effect to change the
slope upward?

MR. PELLY: Weéll, it depends on the time interval
you're talking about, so | can't give you that simple an
answer, but | would agree that it is significant.

MR. OFLAHERTY: Would you agree that
unemployment was not found to be a statistically
significant variable in your last filing?

MR. PELLY: That's correct.
MR. OFLAHERTY: Andin thefiling before that?

MR. PELLY: | don't have the information for the filing
before that here with me, o ...

MR. OFLAHERTY: Okay. Well, you can answer that
later if you wish but ... now, if you had used the same
time period in this filing as you did in the last filing,
would the unemployment rate be a satisticaly
significant variable?

MR. PELLY: That wouldn't be possible because in the
current filing we're using data that was in the future &
the time of the last filing.

MR. OFLAHERTY: Okay. Canyou just give me again
the intuitive basis that you have for applying this
variable to the frequency, property damage frequency
coverages?

MR. PELLY: The intuitive argument that | most
commonly understand relates to the manner in which
the exposure arises initially, and I'll just use the
expression, when times are tough, there may be less
opportunity or intent to just go and drive somewhere
for vacation, for pleasure, for non-essential things, and
therefore there may be less exposure just generally on
theroads. If there are fewer vehicles on the roads, then
you're not likely to hit somebody else. That is the
intuitive basis for the argument that economic cycle
may have some bearing on claim frequencies.

MR. PELLY: The direction of the effect of the 78 (10:45am)
unemployment variable is, varies with the direction of
the movement of the unemployment rate itself, so it's up
FOR THE RECORD - 579-4451 Page 18



10
11
12

13

14
15
16

17

18
19
20
21
22
23

24
25
26

27

28

29
30
31
32
33
34
35
36
37

38
39

December 13, 2002

P.U.B Hearing - Facility Association

MR. OFLAHERTY: Now, is the unemployment rate
that's used in this particular analysis, we're dealing here
with industry data, | take it?

MR. PELLY: For claims experience, yes.

MR. OFLAHERTY: Yeah. Isthe unemployment rate
analyzed provincially or by territory?

MR. PELLY: WEe're using provincia data throughout
the trend analysis.

MR. OFLAHERTY: Okay. So the data is anayzed
provincially and it's applied to the industry data. Is
unemployment evenly distributed across the territories
in Newfoundland and Labrador?

MR. PELLY: | would expect not.

MR. OFLAHERTY: So would that have an effect on
the manner in which your intuitive proposition would
apply in this particular case?

MR. PELLY: It'sarguable, yeah.

MR. OFLAHERTY: Becauseit seemsto methat there
must be ... you know, | would put to you that the
proposition that unemployment tends to be a very
chronic problem outside of Territory 1, and that in the
last few years it's, unemployment has lessened in
Territory 1. Would you accept that?

MR. PELLY: Weéll, not being from thisjurisdiction, it's
alittle harder for me to know those details but I'll accept
itif that's...

MR. OFLAHERTY: Okay.
MR. PELLY: ... what your understanding is.

MR. OFLAHERTY:: Alright. Weregoing to ask you to
assume that anyway, and that is a fair answer. You
know, | don't expect you to have that information right
at your fingertips, but if we assume that that's the case,
that there's a disproportionate unemployment rate in
one of the territories than to the other territories and
your intuitive proposition is correct, wouldn't there
have to be a massive increase proportionaly in the
number of property damage accidentsin Territory 1?

MR. PELLY: I'm not sure how you came to that
conclusion. Can you help me through that?
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MR. OFLAHERTY: Okay. Theintuitive processisthat
the less unemployment, the more people drive their cars
and the more accidents they have which involve
property damage. Would you agree with that?

MR. PELLY: That was my intuitive basis.

MR. OFLAHERTY: Okay. And then we're saying that
if there's unemployment, then people will drive less and
that will drive down the frequency.

MR. PELLY: Okay.

MR. OFLAHERTY:: If the ... in order for this to be
applied across the board in Newfoundland, it's very
difficult because we don't have aterritorial analysis, do
we?

MR. PELLY: Of trend?

MR. OFLAHERTY: Wedon' break it down. We don't
break down the unemployment by territory.

MR. PELLY: No.

MR. OFLAHERTY: And there are areas of
Newfoundland which have much more unemployment
than others.

MR. PELLY: Yes.

MR. OFLAHERTY: I'll leavetherest for argument asto

how it works, but do you follow where I'm going with
it?

MR. PELLY: | think | do.

MR. OFLAHERTY: Okay. Would there need to be a
higher rate of, asignificant or proportionally higher rate
of accidents in the areas in which unemployment has
improved in order for your intuitive proposition to make
sense here?

MR. PELLY: | can't leap to that conclusion and I'll try
and explain why.

MR. OFLAHERTY: Okay.

MR. PELLY: The trends are used in the anaysis of
provincial experience and, yes, that's a pooling process.
We're dealing with the jurisdiction as a whole. When
we come to drill down a little farther and try and
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develop indications at the territorial level, we are using
territorial experience to guide us in that, and to the
extent that that's been influenced by differences in
unemployment rate at the territorial level, that will flow
through into the actua claims dollars as well, so does
it invalidate forecasting a provincial number and then
distributing it by territory? | don't think so. | don't
think it distorts the picture, but the territorial analysis,
if the forecasting of an unemployment rate at the
territorial level isradicaly different, then what happens
a the provincia level? There'sarisk that the territorial
anaysis that we do will lag that by whatever the
duration of the trend is. Thereis arisk there. But the
practicality would be that doing trend analysis at a
territorial level is, well, it's challenging enough to do it
at the provincia level, just because of sheer volume
stability and the experience, so considering the
possibility of doing it at a territorial level would be
impractical.

MR. OFLAHERTY: Okay. Doesn't the very, and
accepting that my information is correct, that there's a
significant deviation in unemployment between
Territory 1 and the other territories, doesn't that add yet
another variable to this particular, sorry, another
consideration to the application of the unemployment
variable in this particular case?

MR. PELLY: Weéll, again | think the territoria ... if the
different unemployment ratein Territory 1 from the rural
territories is a persistent pattern, then that will be
evident in the historical data that we analyze at the
territorial level, and provided that persistency remains
going forward, then | believe the analysis captures that.

MR. OFLAHERTY: Haveyou ... did you analyze that
before | raise thisissue with you?

MR. PELLY: | don't have any unemployment
information at the territorial level but | haven't gone
looking for it either.

MR. OFLAHERTY: Okay. So then you hadn't
previously thought to analyze this particular issue in
terms of refining your trend analysis?

MR. PELLY: No, | haven'.

MR. OFLAHERTY: Okay. And do you have any
evidence that there is a you know, a significant
difference in frequency numbers between Territory 1
and the others on a per vehicle basis?
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MR. PELLY: Sorry, would you repeat that for me?

MR. OFLAHERTY: Okay. I'm going back to my
proposition. Intuitively it seemsto me that in order for
your intuitive proposition to work, there would need to
be many more accidents on the Avalon than there are
in the other areas of Newfoundland because
unemployment is much lower in this area of
Newfoundland than it is in the other territories, okay.
Do you have any evidence to that effect?

MR. PELLY: Wéll, we do do aterritoria analysis and
although it doesn't show claim frequencies | can take a
quick look, if that helps.

MR. OFLAHERTY': You don't haveto answer that right
now. We can come back to that, Mr. Pelly, you know,
if it's going to take you a couple of minutes. | would be
interested in the answer, but I'd rather a more precise
answer than, you know ...

MR. PELLY: Wéll, | can giveyou afairly quick answer.
MR. OFLAHERTY: Okay.

MR. PELLY: Claim frequenciesin Territory 1, whichis
basically the Avalon Peninsula....

MR. O'FLAHERTY: Which document are you referring
to, sir?

MR. PELLY: That'sagoodidea. I'm looking at page ...
private passenger, page 3.2. Now, it takes alittle bit of
interpretation but probably the columns of most
relevance to your question on claim frequency would
be, there's a column sort of third in from the left that's
labelled "Earned Exposures’ in sort of a shorthand
version, page 3.2.

MR. OFLAHERTY: Yes.

MR. PELLY: It's capital "E," lower case, "r-n-d," and
capital "E," "x-p-0-s." That's shorthand for earned
exposures. And the other statistic you might look at is
the right-hand most column that's labelled "Ultimate
Counts," or "U-I-t C-n-t-s."

MR. OFLAHERTY: Okay, thank you.
MR. PELLY: Claim frequency can be calculated or is

caculated as the ratio of ultimate counts to earned
exposures and just eyeballing what | see in the values
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here, you can see that the counts, the absolute value of
the counts in Territory 1 are considerably higher than
in Territory 2 at least, so that the claim frequency, just
looking at the 2000 accident year or the two years that
we've got combined even, just to look for persistency,
that's a claim frequency of about ten percent, a little
over ten percent for the two years combined in Territory
1, about five percent in Territory 2 and about seven
percent in Territory 3.

MR. OFLAHERTY: Okay.

MR. PELLY: That's for this particular coverage for
private passenger vehicles for the two accident years
combined and that coverage | was looking at was third
party liability.

MR. OFLAHERTY: Right, and we're talking about the
third party liability for property damage which is a
portion of that ...

MR. PELLY: Which isapiece of this.

MR. OFLAHERTY: Right. Soit's alittle bit inexact.
Okay. | just want to return then to the basic premise of
how it came to be a statistically significant variable in
this particular case as opposed to other years. Was
there any change made in your methodology of
approaching the question of trend from the previous
analysis?

MR. PELLY: Not that | can identify, nothing evident.

MR. OFLAHERTY: Canyou explain to methen how it
is that it became a statisticaly significant variable in
this particular case using the same methodology but it
was not in the last filing?

MR. PELLY: Wadll, | suppose the easiest explanation is
that the addition of the more recent data that was
available for two additional years of data and the
behaviour of that data in conjunction with the
unemployment rate allowed the regression to prove,
that might be a little strong, to demonstrate that the
unemployment variable was statistically significant. As
| referenced yesterday, we do use tests to identify the
statistical significance of aregressional variable to the
overall regression, and athough I can't recall al of the
runs that we did for the previous application, | can be
al but positive that we did test the statistical
significance and if we found it wanting, then we would
have rejected the model. We didn't find it wanting in
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the current application so we did not reject the model,
we included unemployment, and the fact that it makes
a contribution to the regression enhances the quality of
the forecast.

MR. O'FLAHERTY: And actually my question was
probably alittle imprecise. | was more focusing on the
methodology that you were using, whether there was
any difference from the, you know, page 5.1 in the
previous filing and 5.1 in this filing. For example, it's
indicated, and as you've correctly pointed out, you
can't use the same years because two more years have
passed since then of accident year data, but there are
years excluded from this particular, from the same
particular data set that could have been excluded in
1999 but were not, would you agree?

MR. PELLY: That'strue.

MR. OFLAHERTY: So that is one change in
methodology, at least used, that term used very
loosely, methodology.

MR. PELLY: | would more typically categorize that as
an assumption. The choice of the historical period and
excluding data points, | agree, it's fuzzy, but | would be
more characteristic of choosing that as an assumption
rather than methodology.

MR. OFLAHERTY: Alright. And does the choice of
that as an assumption then have an effect on whether
or not unemployment is a statisticaly significant
variable this time around?

MR. PELLY: Wédll, | guess| would haveto seeasimilar
run done for the longer history from the previous
application to confirm that, absolutely.

MR. OFLAHERTY: Okay. Do you dlow it's a
possibility that that is the case?

MR. PELLY: It'squite possible.
MR. OFLAHERTY: Okay. Would you agreethat itis
not a significant variable if the experience periods that

are suggested by the Board's actuary are adopted?

MR. PELLY:: 1 think | do have aregression run on that
if you can give me aminute.

MR. OFLAHERTY: Okay.
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MR. PELLY: We're taking specificaly the private
passenger property damage frequency.

MR. OFLAHERTY: Yes.

MR. PELLY: Isthat correct? Inthe Board's actuary's
recommendation ...

MR. OFLAHERTY:: | wasfocusing on their statement
on page 16 that, "It is not asignificant variable," thisis
in paragraph three from the bottom, third one up from
the bottom, "It is not a significant variable if the
experience periods we have suggested are considered.”
And you indicated you did arun on that basis?

MR. PELLY: | haveit here. Just let medigit out.

MR. SAUNDERS, PRESIDING CHAIRMAN: That's
page 16 of the Mercer Report you're referring to?

MR. OFLAHERTY: Page16, yes, anditwould be ... it's
the third paragraph of the section which is headed,
"Unemployment Rate."

MR. PELLY: Waéll, | find | misspoke because | only
have a regression that basis excluding the
unemployment variable, but I would point out that the
regression excluding the unemployment variable is
borderline meaningless. It has an R bar squared, well,
has an R sguared of eight percent, so the regressis not
explaining, well, it'sonly explaining eight percent of the
total variation of the claims experience, so it's ...
whether the unemployment variable would be
statistically significant in that regression or not is
amost a moot point.

(11:00 a.m.)

MR. OFLAHERTY: Okay. So you're not aware then of
whether ... you can't answer the question of whether
the Board's statement is correct or not?

MR. PELLY: No, | cannot.

MR. O'FLAHERTY: Can you answer the question of,
this question, is the Board's statement correct that it is
not a significant variable if a ten-year period is
considered?
MR. PELLY: | don't think | have a run here to that
effect.
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MR. OFLAHERTY: Okay. Now, | don't... | just want to
pass you adocument here. Thisisthe 2000, sorry, 1997
filing. You don't haveto go look for that. Can you just
briefly look at that and tell me if it was a specifically
significant variable in the 1997 filing for property
damage?

MR. PELLY:: | cantell you that it wasn't adopted at the
very least.

MR. OFLAHERTY: | want to go on to the selection of
flat frequency for the comprehensive coverage.

MR. PELLY: Yes.

MR. OFLAHERTY: Thisis5.31and5.32. | don't know
if you have a coloured chart on this or not.

MR. PELLY: | think | did. Let mefind that.

MR. OFLAHERTY: | thought you did too, yeah.
Maybe that will be more helpful.

MR. PELLY: Page 24 of BGP-3.

MR. SAUNDERS, PRESIDING CHAIRMAN: Three.
MR. OFLAHERTY: Yes, thank you very much. Now,
looking at the narrative of the document, it appears that
the indicated frequency trend is minus 6.8 percent for

comprehensive coverage frequency. Would you agree
with that?

MR. PELLY: Yes, that'swhat got fitted.

MR. OFLAHERTY: And thisisanumber that's arrived
at on the basis of your actuarial analysis of a loss
experience.

MR. PELLY: Yes.

MR. OFLAHERTY: And you have selected a flat
frequency trend of zero percent.

MR. PELLY: Going forward from 1999.

MR. OFLAHERTY:
judgmentally.

And you have done so

MR. PELLY: | have.
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MR. OFLAHERTY: Would you agree that this type of
selection increases the subjectivity of the analysis?

MR. PELLY: | would agree.

MR. OFLAHERTY: Would you agree that this
selection has the effect of increasing the steepness of
the slope?

MR. PELLY: It changesit from a declining slopeto a
flat line, yes.

MR. OFLAHERTY:: That's more specific. Yeah, that's
more precise, thank you. And would you agree that
this selection has a significant effect on the ultimate 5.8
percent increasing trend that you've selected?

MR. PELLY: For loss cost combined.
MR. OFLAHERTY:: For loss cost combined, yes.
MR. PELLY: Yes.

MR. OFLAHERTY: Now, | mentioned that | wouldn't
be spending much time on the accident half year data.
| just want to turn to the commercial vehicle BI
coverage specifically.

MR. PELLY: For trend?

MR. OFLAHERTY: Yes, I'm still on trend. And that
would be Appendix B, Tab 5.

MR. PELLY: Perhaps page 5.4?
MR. OFLAHERTY: Yes. 5.1 isasummary document ...
MR. PELLY: Yes.

MR. OFLAHERTY:: ... anarative document, and 5.4 is
the actual, the calculations. Thank you very much.
Can you just remind me, what is the effect on a go
forward basis of having 11.5 percent trend over the
trend period? What type of an increase are we looking
at overall, and | don't mean an increase in the amount of
the premium, | mean what are we looking at in terms of
predicting an increase from the date from which the
trend began?

MR. PELLY: Theduration of the trend?

MR. OFLAHERTY: Yes.
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MR. PELLY: For the latest accident year it's about two
and a half years.

MR. OFLAHERTY: Two and ahalf years. S0 ...

MR. PELLY: So you compound 11 1/2 percent per
annum for atwo and a half year period.

MR. OFLAHERTY: So youre looking a a,
approximately 25 percent? Oh, you have a calculator.
Thank you very much.

MR. PELLY: | suppose | should be more precise on
how long it is too. It's very close to two and a half
years. About 31 percent.

MR. OFLAHERTY: 31 percent is the ... what's the
correct way of describing that? Isthat the overall trend
for the trend period or ...

MR. PELLY: Weéll, that's the contribution of the trend
assumption alone, going forward from 2001 accident
year to the projected average accident date for the rate
program.

MR. OFLAHERTY: And would you agree that that'sa
very significant trend figure?

MR. PELLY: ltis.

MR. OFLAHERTY: Would you agree that that's the
highest trend figure that's shown in the filing?

MR. PELLY: | think that's probably true.

MR. OFLAHERTY: Okay. Andintermsof the...
MR. PELLY: Yes.

MR. OFLAHERTY: Sorry.

MR. PELLY: | can confirm that.

MR. OFLAHERTY: And it is aso higher than any of
the trend figures shown in the previous filing based on
the 1999 AIX?

MR. PELLY: Yes.

MR. OFLAHERTY: And you have my previousfiling
there. Perhapswe can ...
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MR. PELLY: So the answer isno in that instance.

MR. OFLAHERTY: Okay. Inthatinstanceit's... isthat
for commercial coverage there?

MR. PELLY: Yes.
MR. OFLAHERTY: Andwhat isit in that one?
MR. PELLY: 18 percent per annum.

MR. O'FLAHERTY: 18, okay. So it's the most
significant figure that we're dealing with here today in
any event.

MR. PELLY: Yes.

MR. OFLAHERTY: Okay. Now, what is the data set
that's used to analyze the commercial vehicle for
trending purposes for this particular coverage?

MR. PELLY: Inthe current application? Asit stateson
page 5.1, we've used a historical period spanning 1990
to 2001 accident years and we anayze loss costs and
it's provincial data.

MR. OFLAHERTY: It's provincia data within
Newfoundland and Labrador, okay. And that is by
necessity a smaller data set than, for example ...

MR. PELLY: Excuse me, | misspoke.
MR. OFLAHERTY: Okay.

MR. PELLY: | was looking at the private passenger
exhibit.

MR. OFLAHERTY: Okay.

MR. PELLY: I'm sorry. As it appears on page 5.1 in
Appendix B, the rate application, we fitted the trend to
an accident year history spanning the 1989 to 2001
accident years, with two data points excluded, the 1993,
1998 accident years, and again we were using provincial
datafor this coverage for loss costs. My apologies.

MR. OFLAHERTY: No prablem. Itisstill provincial
data as well.

MR. PELLY: ltis.
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MR. OFLAHERTY: And do | understand correctly that
the Board's actuaries will propose using a larger data
set?

MR. PELLY: | believe for this particular coverage they
accepted and in fact endorsed the use of provincial
data.

MR. OFLAHERTY: Okay, (inaudible) check that. |
don't think there'sany ... | don't they take criticism with
your use of the data in any of the cases they accepted.

MR. PELLY: My recollection is from their work on the
benchmark.

MR. OFLAHERTY: Yeah.

MR. PELLY: And| believethey used regional data, I'm
sorry, provincial datafor this coverage.

MR. OFLAHERTY: Yeah. | think you'reright. | think
it's, and subject to correction, | think it's the, they're
using the atlantic data from the, for the physical
damage coverages.

MR. PELLY: That appears to be the case. I'm just
checking the benchmark documentation on that. It's
provincial datafor bodily injury.

MR. O'FLAHERTY: Okay. That's helpful, thank you.
Now, this is the area of trending in which the term
outlier is used by, more specifically than in the loss
development area, | take it, you're identifying outliers?

MR. PELLY: Weidentify outliers here too, yes.
MR. OFLAHERTY:: You're doing both, are you?

MR. PELLY: Wecadll ... | think you adopted the term
"distortion” and | accepted that but outlier is an
acceptable term. They're not exactly the same thought
process that goes into the two selections but
conceptually you're trying to include data that is
helping you build your expectation for the future.

MR. OFLAHERTY: Okay. Now, | realizethat you feel
that the use of annual accident data, and you've
testified to this yesterday, is the more appropriate
methodology in this particular case.

MR. PELLY: | agree.
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MR. OFLAHERTY: Okay. And the Board actuaries
take a different position. They believe that the use of
half year accident data adds further precision to the
analysis and alows you to take into account
seasonality. Would you agree?

MR. PELLY: | would agree.

MR. OFLAHERTY: And | take it your objection to
seasonality is that it adds in a complexity to the trend
analysis?

MR. PELLY:: It adds one more feature that you need to
deal with but the problem with the accident half year
data in a jurisdiction that, if you accept that it has
critical mass necessary to be reliable on an accident
year basis when you break them down into accident
half years, it's harder to have the same amount of faith,
the same level of comfort with each accident half year
point just by virtue of, cal it the law of large numbers,
if you want, but there just isn't going to be as much
stability and therefore the trending process is harder to
do.

MR. OFLAHERTY: Okay. If youlook at 5.4, whichis
the exhibit that you have brought me to, this is in
Appendix B, 5.4.

MR. PELLY: | havethat.

MR. OFLAHERTY: What are we looking at here in
terms of the projection factors and regression results,
this data on top of the page, what are we looking at?

MR. PELLY: This is sort of the last phase of the
regression and the top block of information presents
thefitted, based on the regression model being selected
here, the fitted loss costs for the latest five years and
going forward, four additional years, as well as the
estimate based on the expected future average accident
date for the proposed rating period. There is aso
information  presented, comparable information
presented for severities and frequencies based on the
same regression model, but in this instance, as the box
is intended to convey below, our focus is on loss costs
in this particular case.

MR. OFLAHERTY: Okay. And why | was instantly
drawn when | looked at this to the ultimate losses
column, where | expect the members of Facility's were
aso drawn, these numbers 9,102,216 and 9,767,022 for
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the years 2000 and 2001, what do those numbers
represent?

MR. PELLY: Theestimate of the ultimate cost of claims
for the industry for those two respective accident years.

MR. OFLAHERTY: Okay. And how do those compare
to the three previous accident years for this particular
third party liability, bodily injury tort coverage?

MR. PELLY: All higher, both higher.
MR. O'FLAHERTY:: Significantly higher?
MR. PELLY: Sure.

MR. OFLAHERTY: Okay. Andwhat about the number
of accidents in those two years for this particular
coverage then compared to the three previous years?

MR. PELLY: Both higher.

MR. OFLAHERTY: Now, if you were to take that
information and break it down half yearly as the Board's
actuaries are suggesting, could you find out, sorry, is
it possible to determine whether or not a
disproportionate number of those accidents and loss
costs were attributable to the winter period of 2000 and
200172

MR. PELLY: Literally speaking, no, because the
accident half year data is separated on the
December/June line, and what you would need for your
question was a separation on the sort of ... | don't
know, when does winter start here?

MR. OFLAHERTY:: Let meask the question alittle bit
differently. Would that enable you to add greater
precision to determining the question of whether or not
a disproportionate amount of those losses and
accidents occurred within a particular period of timein
2000 and 2001?

MR. PELLY: It's not obviousto me how that could be
the case, no.

MR. O'FLAHERTY: How you could do that?

MR. PELLY: No, to get greater precision than that, no,
| don't see that.
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MR. OFLAHERTY: Okay, so you don't, so then the
statement here, you don't agree with the statement that
this is an example of the extra precision that can be
obtained from consideration of accident half year data
as compared to annual accident year data?

MR. PELLY: Wsdl, | believe that statement either
preceded or followed the inference that the extreme
value, the cause and effect relationship for the extreme
value was the winter storms, and | don't know how they
came to that conclusion.

MR. OFLAHERTY:: I'm not asking you to accept that,
I'm just ... that's why | went to the loss cost and the
number of accidents. I'm certainly not suggesting you
can draw the link from just looking at these numbers
that these were as a result of ... and you cal it the
winter storm of 2000/2001 on a couple of ...

MR. PELLY: That'sthe way it's etched in my memory.

MR. OFLAHERTY: ... occasions. | can tell you from
persona experience, there was many more than one
winter storm that winter, but in any event.

MR. PELLY: It seemed it occurred each time | visited,
but you actualy just raised an interesting point, Mr.
O'FHaherty, you asked me to compare the losses, and
because of the rising number of exposures, it's helpful
to actually compare the loss costs and the frequencies,
because that way it gets expressed on a unitized basis,
and the previous page, page 5.3, while the same pattern
existsthat the column labelled ULTLC for ultimate loss
cost, the last two data points are indeed higher than the
preceding three, but by virtue of these being unitized,
expressed on a per vehicle basis, the observation that
you were conveying earlier is dampened because the
number of vehiclesis an increasing statistic as you go
through time.

MR. OFLAHERTY: Yes, itis, you're correct, but once
again, it's not, it's not possible to just look at the raw
numbers and draw the link to the winter, and we agree
on that, okay. What I'm wondering about is the point
about the added precision of looking at half year data,
just to ... in this particular case, would you agree that
that would certainly add some degree of precision
greater than looking at just the year data for this
particular period of time and this coverage?

MR. PELLY:: | can't seethat from looking at the exhibits
that were prepared by the Board's actuary for purposes
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of presenting their view of the trends, so | can't see the
same thing, no.

MR. OFLAHERTY: That'sfine, if, if the data from, if
the Board's actuary is correct and the data from that
particular period was excluded as an outlier, would it
have the effect of having alower loss cost trend for this
particular coverage in commercial vehicles?

MR. PELLY: Yes.

MR. OFLAHERTY: And would that have the effect of
lowering the indicated rate level change for that
coverage?

MR. PELLY: Yes.

MR. OFLAHERTY: Do you have a ... well, you can't
comment on the amount, |I'd have to ask her about that?

MR. PELLY: | don't have that regression done here.

MR. OFLAHERTY: Okay, but we do agree on some
things, that this is a very significant increase in the
trend, the 11.5 percent figure, and over the trend period
it's 31 percent, isthat what you said?

MR. PELLY: Asacontribution to the forecast, | mean
it's difficult to say how much this one assumption
contributes to the overall because it's one of a number
of assumptions. It'sa, you know, which one comes first
guestion.

MR. OFLAHERTY: Right.

MR. PELLY: But inthe anaysis of the 2000 AIX, our
estimate of the annual trend was 9.6 percent, and in this
anaysis it's 11.5, that's amost a two percentage point
increase in a per annum assumption, and that's a fairly
significant shift.

MR. OFLAHERTY: I'm a@most finished with this area
now. | just want to talk about the difference between
your approach to the last section which we were
involved in, which is the loss development factors, and
explore how you're approaching the issue of loss trend
and see if there's any, if we can find any common
ground there. | think my proposition to you was that
your selection and exclusion of certain years in the
selection of loss development factors made your
analysis more sensitive to the recent loss experience,
would you agree with that?
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MR. PELLY:: Inthoseinstances where we felt that was
a necessary step to take to build an assumption that
was reasonable for future, in a future context, | would
agree, we found it necessary to be more responsive to
the latest experience.

MR. OFLAHERTY: Now, your approach to the loss
trends appears to be to look at alonger period of time,
quite asignificant period of timein some cases, and I'm
just ... | suggest 18 years, for example, would be one, in
order to avoid, | take it, responsiveness to the latest
experience.

MR. PELLY: WEéll, thistrending and loss devel opment
are different processes and ...

MR. O'FLAHERTY:: | understand that, and that's what
I'm asking you, if you can reconcile for me why | seem
to be hearing one message with respect to loss
development factors, and yet theres a different
message emerging from your analysis of the loss trend.

MR. PELLY: And | hear what you're saying. Thisall
stems from the need to, the fundamentals of rate
making, the need to build an expectation for a future
rating period. Trend, underlying trend, not the noise
that can exist in a year, or one or two years of claims
data, but the underlying trend that is causing
movement in claims cost, or unit claims cost from year
to year, is a long-term phenomena. It can change
through time, | acknowledge that, but in order to be
able to measure it with some level of confidence, you
run the risk of being too responsive if you use short
periods of history. An examplewould be the use of five
years of data. If you take a philosophical stance that
that's the level of responsiveness, because that's what
I, basically what | did in loss development, | wanted to
use five years of data. If you do the same thing in
trending, and choose to use your trending analysis on
five years of date, the consequence of going from one
year's analysis to the next year's analysis can mean a
very, very significant shift in the resulting trend
assumption, and all that tells meisthat you're not doing
a very good job, because even doing what I've been
doing, | get significant shifts in my forecasts, and I'm
taking a very stable approach to doing regression
analysis.

If you use afive year basis for establishing an
expectation for trend, you run the risk of having
forecasts that will swing from very, very significant
increases to very, very significant decreases, and then
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back to increases again the next year, all because you
have, you're dropping one of your earlier data points,
and you're picking up a new one, and suddenly the
appearance of those five data points changes from
being upward sloping to downward sloping.

That just isn't good practice. Y ou need to try
and sgueeze out of the data what the underlying forces
are and give recognition to them in your forecast.

MR. OFLAHERTY: Sol takeit that your approach here
is to avoid a knee-jerk reaction to, as you said, one of
the dips or lifts in the, in the data that you're seeing
presented for the purpose of your trend analysis?

MR. PELLY: Totakethe... yes, but to take the ultimate
in responsiveness, | could have taken the ratio of the
2001 loss cost to the 2000 lost cost, and said that's my
annual trend, and if that happens to go up, then my
future expectation is that it's going to continue to go
up, and if ayear later it happens to go down, then the
logic would say that my future expectation is that it's
going to go down. The redlity is there's noise in this
data. It's, it's never turns out exactly as expected. It
always, it's the outcome of thousands of events. Some
of them are very significant and can cause distortions
in the data, or sometimes there's the absence of
anything significant, and that's aimost a distortion in
the data because there's an expectation of some level of
significant claims.

The reality is that you need to smooth out the
bumps, you need to be prudent in terms of avoiding
overreacting to what is an emerging issue in the data.
That's why we take a longer-term view for selection of
atrend period history.

MR. OFLAHERTY: Than would the Board's actuary
recommend?

MR. PELLY: At least with respect to the physical
damage coverages, that's their position.

MR. OFLAHERTY: Now, how do you reconcile that, or
perhaps, let me ask you a specific question, is that
consistent with your view with respect to the
comprehensive coverage where you've decided that
from 1999, arelatively recent period forward, that you
would project a zero percent flat frequency. Doesn't
that seem to contradict your overall view of a trend
analysis?
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MR. PELLY: WEell, | don't think so obviously.

MR. OFLAHERTY: Perhaps you could explain that to
me.

MR. PELLY: | cantry again, and | might refer the panel
and other interested parties to page 32 of BGP-3 for the
pictoria representation. I'vetaken alonger term view in
terms of giving recognition, trying to eke out how claim
frequencies for this particular coverage have moved
through time, and the answer seems to be that over the
history that I've used, claim frequencies have beenin a
declining state, but | can't move away from the fact that
when | look at the last six data points, six years of data,
they are not fundamentally following the same genera
pattern as exhibited by the previous nine years. You
can see that there's a, there seems to have been a shift,
and maybe not unlike the shift that occurred back in
1989.

It is very difficult for actuaries to know when
they should believe what they're seeing a trend sense.
It's not an easy process to know when you should drop
off the older history and start relying solely on the
newer history. It may be, with the 2002 AIX that | do
that, | don't know that yet, I'm not going to know that
until 1 do the analysis, but I'm going to have to have a
strong level of comfort that regression based on data,
say only since 1996, if | want to accept that as aturning
point, I'm going to have to have a strong impression
that that's, that isthe trend. I've got to have confidence
in that in order to be able to put my nameto it.

What | do have confidence in is | cannot
fathom continuing a projection of declining frequencies
beyond historical levels that have ever been
accomplished in this history when | can see that there
is a general flatness to the recent history. Those two
just don't jive, and so | take a, adlightly, well significant
in terms of its impact, but a moderate position, rather
than forecasting increasing frequencies based on a five
or six year history here, I'm moderating that and
choosing to just say, I'm not going to say they're going
to go up, I'm going to say they're not going to go down
any more, so I'm going to go ahead on aflat even keel.
That's the basis for the logic.

MR. OFLAHERTY: Soit'saquestion, it'saquestion of
the confidence that you have that this particular, this

particular presentation will continue in the manner ...

and you don't feel that that confidence is warranted for
the declining trend, and you're prepared to select it as
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of 1999 as flat frequency, based on your level of
confidence.

MR. PELLY: Just a visua inspection of the, of the
short history that's available since 1996, it looks like a
fitted frequency trend there would be increasing, and
I'm not prepared to stick my neck out that far yet. I'm
not sure that it's an increasing trend yet. It could just
be random noise with awalk (phonetic), and ... up and
down, and there are instances, although | can't think of
one in this particular filing, there are instances where
that's evident throughout the history of claims
frequencies, where it's just a random walk, it seems to
be just an up/down, down two years in a row, up a
couple of years, there's redly no pattern to it. Wefit 30
different regressions to it and can't find one that's
giving us anything meaningful. What do we conclude
under those circumstances? It's not forecastable, that's
what we conclude, and we build in basically no trend
expectation. It won't be exactly on a zero percent level,
but it's not forecastable, it's not something that's
lending itself to a pattern of change through time.

MR. OFLAHERTY: Okay, so you're recommending
then that the Board avoid responsiveness with respect
to trends, generally, as a philosophical approach, would
you agree with that?

MR. PELLY: No, | wouldn't agree with that, because we
pull in the latest data, we're trying to give recognition to
the patterns, and they get influenced realy quite
significantly by the latest data points.

MR. OFLAHERTY: Okay, no problem, I'll rephrase the
guestion then. Would you agree then that you are
cautioning against overreacting to the latest data?

MR. PELLY: Absolutely.

MR. OFLAHERTY: Okay, in terms of the trend, and
that ... now, if we go back to the loss development
factors, you don't, you seem to have a greater degree of
confidence in the latest information for the purposes of
projecting the accident and experience.

MR. PELLY: WEéll, there's an additional consideration
in the selection of loss development assumptions. We
were looking at Facility Association only data. We also
have a body of data available to us that's industry data,
much like we have here, and one of the facts that the
insurance industry is facing in Newfoundland and
Labrador and other Atlantic jurisdictions, and frankly in
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many jurisdictions across this country, it's becoming a
harsher claims environment. There is more aggressive
loss development evident in the last two or three
calendar years of time than has been evident in the
earlier periods, particularly on coverages like bodily
injury and accident benefits. The result is that that
calls, in order to build a reasonable expectation for the
future that calls in loss development selection for more
responsiveness. You need to recognize that at some
level in order to be able to be confident or have a
comfort level with your assumption going forward. So
sure, we have some knowledge of what's going on at an
industry level, and that does influence our selection
mindset at the Facility Association level.

MR. OFLAHERTY: Now, I'm going to just ask you a
couple of questions about the unallocated loss
adjustment expense provision.

MR. PELLY: Yes.

MR. OFLAHERTY: Now, the ULAE factor, this is
found & ... I'm sorry, Mr. Chairman, I'll just orient you ...
it'sat page 18, thank you.

MR. SAUNDERS, PRESIDING CHAIRMAN: Onthe
Eckler report, the filing?

MR. OFLAHERTY: Yes, onthefiling ... no, not 18, it's
page 9.

MR. PELLY: I'm sorry, | thought you were referring to
the Mercer section, I'm sorry.

MR. OFLAHERTY:: Yes, thetop of page 9, unallocated
loss adjustment expenses.

MR. PELLY: Yes, | havethat.

MR. OFLAHERTY: Now thisisan issue upon which
you took significant umbrage yesterday with respect to
the Board's actuary, if | recall.

MR. PELLY: Yeah, that sounds like agood description.
MR. O'FLAHERTY: Okay, now would you agree that
the ULAE factor used in the filing isthe IBC estimate of
the industry ratio of ULAE to losses and allocated loss

adjustment expenses?

MR. PELLY: Yes.
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MR. OFLAHERTY: And that figureis 1.093?
MR. PELLY: For the 2001 accident year.

MR. OFLAHERTY: Andwasthisthe... I'm sorry, was
this the approach that was used in the prior filing?

MR. PELLY: Yes.
MR. OFLAHERTY: And the one before that?
MR. PELLY: To the best of my recollection?

MR. OFLAHERTY: Okay, and hasthe IBC released an
updated estimate of the industry ratio of ULAE to
lossesand ALAE?

MR. PELLY: For the 2001 accident year?
MR. OFLAHERTY: Yes.

MR. PELLY: That wasthe information provided by the
Board actuary. I'm not aware of it being in a public
domain document, but it perhapsis.

MR. OFLAHERTY: And that'sthe 1.082 figurethat was
provided by the Board's actuary?

MR. PELLY: Yes.

MR. OFLAHERTY: And do you accept that it's
reasonable to use updated information where it's
available?

MR. PELLY: Yes.

MR. OFLAHERTY: And if it had been available, do |
take it then that you would have used that information
for your report?

MR. PELLY: At thetime when we did the work, yes.

MR. OFLAHERTY: Okay, so then the difficulty ismore
in the phraseology of the way that the Board's actuaries
addressed it, rather than their conclusion that it's
appropriate to use 1.082.

MR. PELLY: No, | disagree. The recommendation
being made by the Board's actuary is that we should
have used 1.082. Thework was done in June, the factor
didn't become available until after that time, so their
recommendation is that we should have gone back and
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redone the work in order to incorporate an updated
statistic.

MR. OFLAHERTY: Sure, and | dont mean to
misinterpret what you're saying. My point is simply
that this is the same information but a more updated
version of it, isthat correct?

MR. PELLY: Yes.

MR. OFLAHERTY: Okay, and if that information was
available you would have used it, is that fair to say?

MR. PELLY: Yes.

MR. OFLAHERTY: Okay, well passon then. | want to
go then to the issue of the credibility. Now in terms of
... just tell us alittle bit about the use of credibility and
why it is that you want to make the, you're testing the
data against industry data, can you explain that a little
bit?

MR. PELLY: The concept of credibility isto provide an
objective measure of the level of confidence to be
attached to a particular statistic. It has its foundation
in a lot of theory and to be honest not al of the
conditions of the theory always hold, but the value in
using a credibility technique is the objectivity that it
brings to the measurement process, how much faith,
how much comfort should | have with a particular body
of data or with a particular statistic. It's used in the
context of our rate making to allow us to give
recognition to a body of data that perhaps isn't fully
reliable, but is partialy reliable, and to give recognition
to that in a tempered way and balancing that with
weighted recognition of some other body of data, for
example, Facility Association data and industry data, or
... well actualy, | think that's probably the best example
that we have in the application, so it's an objective
measure of ... I'll use the word "reliability”. Itis, the
standard for full credibility varies by coverage, and we
have chosen a basis for using the number of claims as
the means of measuring the, assessing the credibility.

MR. OFLAHERTY: Now, in determining the rate level
needs for third party liability, you have chosen to
combine the experience for bodily injury and property
damage, for credibility purposes, rather than analyze
them separately. Can you explain why you chose that
measure, or that approach?
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MR. PELLY: That is the approach that we've been
using for some time in jurisdictions outside of Ontario,
and in part, | guessthe answer is| am, my starting point
for a new year's analysis is always where | left things
off the year before. | acknowledged in my evidence
yesterday that the suggestion merits further
consideration and | intend to that. Frankly, it's not
something that | gave much thought to previously, but
I'm open to the idea of exploring its possibility, its
application. | would caution that the approach for the
restatement purposes that the Board actuary undertook,
they did do some analysis of the potential impact of
doing this, and necessarily they were limited in what
they could do because they don't have access to along
history either by virtue of their role in this process.
One would need to spend alittle bit of time building up
some of the values that are used for the balance of
credibility when you are splitting the two.

Property damage, based on their
recommendation, becomes fully credible, so it's not too
much of an issue there, but for bodily injury, that
coverage isn't fully credible by current measures. We
would have to revisit the full credibility standard that
we would use for that coverage, and we would need to
reassess what we should use for the balance of
credibility for purposes of calculating things that we
cal, liketherisk factor, which isaloading that's applied
to industry datato recognize the extrainherent riskiness
of Facility Association experience.

I'm not sure what the Board actuary did for
that purpose, but those things would require very, very
careful scrutiny and study to build up a reasonable
foundation to use as a starting point to go into a new
approach. I'm sure she hasn't had the opportunity to
do al of that. | would want to do that but | think it's a
reasonable suggestion?

MR. OFLAHERTY: Does it seem to you to be
intuitively correct to accept the point of the Board's
actuary that were you to add this extra level of analysis
and precision that it would have a downward effect on
the indicated rate level changes?

MR. PELLY:: | don't know.
MR. OFLAHERTY: Okay.
MR. PELLY: That's one of the reasons why | gave you

the lengthy answer | just did. That's, | think that was
the outcome of what her analysis did, and | don't fault

FOR THE RECORD

- 579-4451 Page 30



w

~N o o b

10

11

12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27

28
29

30

31

32
33

34
35
36
37
38
39

40
41
42

December 13, 2002

P.U.B Hearing - Facility Association

the analysis but she doesn't have al of the information
necessary in order to construct that context for making
the change, so | would want to do that study.

MR. OFLAHERTY: And that's why | asked you the
guestion, does it seem intuitively to be, to make sense
that it would lower the indicated rate level needs rather
thanto ask you ...

MR. PELLY: | guess my answer would be | don't have
an intuitive expectation, and | would have to build one
from actually going through the exercise.

MR. OFLAHERTY: That'sfine.

MR. PELLY: But | should point out that the separation
of bodily injury and property damage is done
substantially through out analysis. That is a
cornerstone of our work in the sense that we recognize
the value of separating the two coverages, and giving
recognition to the different characteristics of those two
coverages. That was a point of issue in our work
between us and the previous Board actuary, they
disagreed with us about that, and they preferred that it
be analyzed on a combined basis. We were adamant
that we wanted to continue the analysis on a split
basis, so I'm pleased that the current Board actuary
supports that position and | appreciate the thought that
there's an opportunity to take it alittle bit farther in our
analysis, and if that improves the process, then I'm
pleased to pursue that.

MR. OFLAHERTY: Yes, you're referring to the
benchmark methodology, areyou ...

MR. PELLY: The previous...
MR. OFLAHERTY: The previous...

MR. PELLY:
methodology.

Board actuary's benchmark

MR. OFLAHERTY: Okay, can we just pass on to one
other topic, perhaps, and again, thisisafairly technical
topic. Thisis the issue of the calculation of the risk
factor. Mr. Chairman, | can go into that now if you like.
Itis, it'sfairly complex, or we can take a break now. I'm
prepared to go either way.

MR. SAUNDERS, PRESIDING CHAIRMAN: Well, how
does the witness feel? Would you like to take a break
NOw Or ...
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MR. PELLY: No, I'm happy to plough on, sir.

MR. SAUNDERS, PRESIDING CHAIRMAN: Okay, well
let's plough on until 12:00 noon.

MR. OFLAHERTY: Okay, sir. Now, you had indicated
that a related topic is the calculation of the risk factor,
so would | be correct in saying that the risk factor is
used because it's necessary to adjust the industry data
to make it more like Facility datain this case?

MR. PELLY: For purposes of using it as a reference
point for balance of credibility calculations, yes.

MR. OFLAHERTY: Okay, and thisis a, you do this by
making multiplicative adjustments now to the industry
data, isthat how you're going to do this?

MR. PELLY: Yes.

MR. OFLAHERTY:: Okay, and thisis quite a, quite an
indepth, | guess it's not an algorithm, but what would
you call that, a calculation of some sort, isit?

MR. PELLY: Sure.

MR. OFLAHERTY: Okay, so it's at page 7.1, and ...
sorry, 7.2 of your exhibit, appendix ...

MR. PELLY: That'sthecase...
MR. OFLAHERTY: Sorry.
MR. PELLY: That'sthe case for third party liability.

MR. OFLAHERTY:: For third party liability, just go to
that one, 7.2 for ...

MR. SAUNDERS, PRESIDING CHAIRMAN:

Appendix?

MR. OFLAHERTY: Appendix A, sorry, Mr. Chairman,
yeah. Sothecalculation that | wasreferring to ison the
bottom of the page, and that's risk factor is credibility
weighted average of average FA over industry ratio and
current risk factor?

MR. PELLY: I'm sure that makes alot of sense, yes.
MR. OFLAHERTY:: | know, and that's why I'm saying

I know it's a very thick area and this may not be
something that, you know, | can shed a lot of light on
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here, but | think it's an important point and | want to ask
you about it because it's part of my job to follow up on
these particular points. It seems like there are two
different multiplicative adjustments that are being made
to the industry data here. Can | ask you, this vertical
column labelled DISTN, what does that particular
column refer to?

MR. PELLY: That isanother multiplicative factor. Itis
an adjustment that's made only to the industry data and
it's an estimate of restating the industry loss cost to
reflect what it would be if it had the same distribution of
business as Facility Association did by class, or
driving record, or limit, or deductible, or rate group, or
territory ... excuse me, not rate group because we don't
have that data ... exclude rate group from that list.

MR. OFLAHERTY: Okay.
MR. PELLY: But al the other ones are adjusted for.

MR. OFLAHERTY: Okay, now you aso have arisk
factor, and the value for that is shown as one point ...
sorry, thisistwo columns further to the right, which is
another vertical column, thisisrisk factor, what is this
one?

MR. PELLY: Thisfactor isintended to capture the extra
inherent riskiness of Facility Association business
compared to typical industry business even after
alowing for or recognizing the distributional difference
between the two bodies of data.

MR. OFLAHERTY: That'swhere | was going with this
because they seem to me to be aready captured, one
within the other, and ...

MR. PELLY: Waéll, to some extent, | mean the
distributional difference, if you're looking at an overall
average loss cost of claims per vehicle for industry and
for Facility Association and comparing those two, part
of the reason why they're different is because some of
the risks that are in Facility Association are there
because they're, because of their accident and
conviction record, they have a propensity for getting
into accidents, and inherently they're going to be in
lower driving records as aresult of that ... lower driving
records generally have poorer, or higher loss costs, so
part of the reason for why Facility Association loss
costs and industry loss costs are different is because
they're focus, the concentration of the business is
focused in a different area. But even after you account
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for that, there is something special about risks that are
in Facility Association when taken as a group. They
are riskier, they exhibit higher costs of claims going
beyond anything that were capturing in the
classification plan. There is something inherently
greater about the expected cost of claims, or even the
historical actual cost of claimsin a Facility Association
book of business compared to the industry. That's
what we're trying to measure here, because we need to
be able to use industry experience to build up enough
credibility in our forecasts for the expected loss cost,
and in order to use industry data we need to recognize
that extra inherent riskiness in Facility Association
experience.

MR. OFLAHERTY: Okay, now I'm not going to ask
you to turn to this but at page nine you make this
statement ... Facility Association experience generaly
has significantly higher loss costs than the industry
even after allowing for distributional differences. That's
the reference in the narrative, correct?

MR. PELLY: Yes.

MR. OFLAHERTY: Now, isthisa, isthisan analysis
that you've, or this calculation that is reflected here
with these two multiplicative factors in there, is this
something which is used on an industry-wide basis, or
is this something that's Eckler Partners Limited's
approach to this?

MR. PELLY: Thereonly isone Facility Association in
Canada.

MR. O'FLAHERTY: Fair enough.

MR. PELLY: Andwe're fortunate enough to be able to
do work for them. This methodology has evolved and
has been this way for severa years as a basic approach
to dealing with this. On several occasions we have
explored devel oping alternative approaches because, as
with any approach, there are some inherent weaknesses
in any approach, and this hasits share.

We have examined a number of different
approaches to try and deal with how €else to build up
something as a basis for the balance of credibility in
this calculation. Our effortsto date in that regard have
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This has built in process to try and avoid
significant swings resulting from this and that's
important in a rate making context. There are
alternatives and different actuaries have different views,
but this methodology has been discussed in some
detail, and thisisacentral, thisisareally key element of
the Facility Association methodology, and | don't want
to diminish it.

MR. OFLAHERTY: No, no, | agree.

MR. PELLY: This has been reviewed by a lot of
different actuaries over the years and athough they
may start with a point of view that there's a problem, |
have yet to end up in a situation where they don't agree
that it's a reasonable approach at the end of the
discussion, whether it be in a public hearing or a table
a a meeting discussing the filing or whatever the
context might be.

MR. OFLAHERTY:: So then you have been made aware
before of the possibility that these two multiplicative
factors are, have an element of duplication to them?

MR. PELLY: Not these two factors, no, but thereis a
circular, it's difficult perhaps for laypeople to pick up,
but there is a circularity that's inherent to this process
and that's one of the weaknesses potentially, but the
fortunate thing is that the, in the situation where
Facility Association's experience is the most credible,
that's when the circularity is the most prevalent, and
also as a consequence of Facility Association's high
credibility, it's of the least consequence. The converse
isalso true, the circularity isthe least, is at its minimum
impact in situations where it's needed the most, the
industry data, so it's a convenient outcome of the way
the methodology was devised, not coincidentally, but
it does have its blemishes, as do all methodologies.

MR. OFLAHERTY: Would you agree that ... okay, and
perhaps, Mr. Chairman, | hope I'm not getting too far
afield on this, | just want to ask a couple of more
guestions about this. Would you agree if you backed
out the distribution factor from the risk factor, and if
you accept my premise that it is already to a certain
extent, you know, included in the risk factor, wouldn't
that have the effect of lowering then the risk factor
which would be applied multiplicatively in this
instance?

MR. PELLY: Actudly, no. If you didn't have the
distributional adjustment, the column on page 7.2 of
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Appendix A, that'slabelled the ULTLC, for ultimate loss
cost, those would al be lower values. Do you accept
that? | guess I'm not allowed to ask you questions.
Sorry.

MR. OFLAHERTY: Perhaps| didn't ask the question
precisely. | wasn't thinking of ... | was thinking of
leaving the distribution number in there, but making the
risk factor lower by the amount by which it already is
inherently reflecting the distribution factor, do you see
whereI'm ... that's what I'm saying, if | was unclear.

MR. PELLY: Let's explore where the risk factor comes
from and that is the purpose of the footnote at the
bottom of the page. Therisk factor is derived from the
footnote. The origin of the footnote is taking, it picks
up the value at the foot of the column under the Facility
Association block of information at the top of the page
that's headed FA/IND, which is intended to convey the
ideathat it's Facility Association divided by industry.

MR. OFLAHERTY:: Isthat the 1.8054 at the bottom?

MR. PELLY: That'sthe 1.8054, and that's just a straight
average of the numbers that appear aboveit.

MR. OFLAHERTY: Okay.

MR. PELLY: The numbers that appear aboveit are the
ratio of the Facility Association ultimate loss cost to
the adjusted industry ultimate loss cost, adjusted for
the distributional differences, so the 1.8054 has, is the
result of taking aratio of loss costs that does not, that
has aready accounted for the distributional difference,
so | mean there can be no redundancy there unless the
measurement process is imperfect, and you know, it's
not perfect, but ...

MR. OFLAHERTY: Okay.

MR. PELLY: So the 1.8054 is a byproduct of having
aready removed the distributional, at least as an
estimate, and the 1.8054 feeds into the formula at the
bottom of the page. It's, a credibility is assigned to it,
the balance of credibility is assigned to the previous
year's analysis of the comparable statistic, and the
result is a credibility weighted average which is then
subjected to a cap.

MR. OFLAHERTY: Mr. Chairman, | know it's still five
minutes to the break time, I'm wondering if | might ask
that we break a couple of minutes early because that
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way | might be able to shorten things by organizing a
couple of pointed questions on this rather than ... |
think I'm starting to, you know, sort of get alittle bit far
afield on this, and | want to just make a couple of points
onitand | think that would be a quicker way at the end
of the day.

MR. SAUNDERS, PRESIDING CHAIRMAN: It sounds
like agood idea, Mr. O'Flaherty, and we'll come back at
10 after, thank you.

(break)
(12:15p.m.)

MR. SAUNDERS, PRESIDING CHAIRMAN: Okay, Mr.
O'Flaherty, if you're ready.

MR. OFLAHERTY: Thank you, Mr. Chairman. That
was very vauable. | think | can cut right to the quick
on this.

MR. SAUNDERS, PRESIDING CHAIRMAN: Good.

MR. OFLAHERTY: On page 7.2, | can take you to, of
the exhibits, which arein Appendix A. Now, you want
to look at the, to the FA over industry number on the
top set of data, okay, the 1.8054 ...

MR. PELLY: Yes.

MR. OFLAHERTY: ... that you have there? Now, as|
understand it, that number is derived from the division
or the ratio between the Facility ultimate loss cost and
the industry ultimate loss cost, am | correct?

MR. PELLY: You'revery close.

MR. O'FLAHERTY: Okay.

MR. PELLY: The 1.8054 is the average of the five
values appearing above it.

MR. OFLAHERTY: Right, okay. | skipped astep. So

MR. PELLY: Eachof ...

MR. OFLAHERTY: Yeah. So if we take ... sorry, |
didn't mean to interrupt you but | did promise the Board
that | would move this quickly, the bunch of questions.
If you take the bottom two numbers on the ultimate loss
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cost column, the vertical columns which arein between
the distribution and the risk factor for industry, and
which are above it, directly above it, you have 1, at the
very bottom, 1,354.01 and 644.46, correct?

MR. PELLY: That's correct.

MR. OFLAHERTY: And if you do the ratio between
them, you get 2.1010.

MR. PELLY: Yeah.

MR. OFLAHERTY: Which isthat number therein the
next vertical column to the right, which is FA over
industry.

MR. PELLY: Yes.

MR. OFLAHERTY: Okay. Now, that is the number
then, as you pointed out, that derives the ultimate risk
factor by astraight average of the five similar ratios that
would be calculated.

MR. PELLY: Yes.

MR. O'FLAHERTY: Okay. So you take that number
and we go down here to your note, as you've called it.
The 1.8054 has been derived from the ratio of those two
numbers. So would you agree then that the 644.46 on
the bottom industry column already takes into account
the 1.814 distribution number? In order to get to 644
you have to multiply it by 1.8.14 (sic).

MR. PELLY: Yes.

MR. OFLAHERTY: Okay. Now, then when we move
the, you move over, the rest of your calculation, isn't
the 1.8.14 aso included again in the calculation?

MR. PELLY: Maybe if you could rephrase your
question for me? When | move to the rest of the
calculation ...

MR. OFLAHERTY: Back down to the note, the 1.8.054
(sic), thisisthe, this factor equals credibility weighted
average of average ...

MR. PELLY: Yes.

MR. OFLAHERTY: ... FA over industry ratio and
current risk factor, okay.
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MR. PELLY: Yes.

MR. OFLAHERTY: So right now does your
denominator account for the 1.814 distribution factor?

MR.PELLY: Thedenominator inthe 1.8054, theimplied
denominator in that value?

MR. OFLAHERTY: Yes.

MR. PELLY: Yes, it dready accounts for that in the
denominator.

MR. OFLAHERTY: Okay. Andisit also accounted for
again in the calculation?

MR. PELLY: Well, the 1.8054 isused again, is used in
that calculation on the second line of the footnote.

MR. OFLAHERTY: Right.

MR. PELLY: Soit'stherein that, just like it was there
when it appeared in the table above.

MR. OFLAHERTY': Sodoyou seethe number 1.8.14in
the distribution being used twice in this particular
calculation to get to the ultimate risk factor that we're
talking about here?

MR. PELLY: No, but | think there must be some
misunderstanding arising and perhaps that's my failing.
Maybe the way to think about thisisto just ook at the
flow going across the page for the industry data. By
the time we get to the column labelled "Ultimate Loss
Cost" or ULT, LC, for the industry data, and let's take
the 2001 accident year as an example, we have avalue
of $644.46 and that includes, that is after adjustment for
the distributional difference. The next factor that gets
applied to that is the risk adjustment, which is a value
of 1.8015, and it's my contention that that is net of or
excluding the effect of the distributional adjustment.
That is applied to the 644.46 to give you the 1,160.99.
Why do | say 1.8015 is excluding the distributional
adjustment?

MR. OFLAHERTY:: Yes, that's akey question.

MR. PELLY: Orisnet of the, however the right way to
phrasethat is. Well, we need to look down below at the
footnote. 1.8015 isin effect aweighted average of two
values, 1.8054 and 1.6738. The weightings used to
combine those two values are, is a credibility statistic
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that gets attached to the 1.8054. That's the vaue of
.9705 that appears there. The balancing weight that
gets applied to the 1.6738 isa.0295, which is simply the
difference between the first credibility factor and 1. So
the 1.8015 comes from averaging two values. One of
those values is 1.8054, which is aready net of the
distributional adjustment. The other value is 1.6738,
which is correspondingly net of the distributional
adjustment but from the prior year's analysis.

MR. OFLAHERTY: Okay. I'm going to move on from
that topic now and I'll promise not to return to it in the
next five minutes anyway, Mr. Chairman. | want to talk
to you just briefly about another issue with you in the
expenses, sorry, in the premium section of this
particular ... sorry, expenses and underwriting margins,
which isfound at page ten of the filing.

MR. PELLY: | havethat.

MR. OFLAHERTY: Now, what is the effect of the
discount rate or the relative value of the discount rate
on the cash flow model that you're using here?

MR. PELLY: You said the relative value. |s there a
significanceto ...

MR. OFLAHERTY: Wé€ll, if it's higher or lower, what
happens?

MR. PELLY: The higher the discount rate, the more
contribution that is expected from investment income
arising on the cash flow from insurance operations and
therefore the less premium income would be required to
feed that process. If more can be expected from
investment income, less would be needed, all other
things being equal, from premium income.

MR. OFLAHERTY: Okay. Soif the discount rate was
listed at, for example, 6 percent as opposed to 5.4
percent in this particular case, then that would tend to
drive the premium required downwards, wouldn't it?

MR. PELLY: Yes.

MR. OFLAHERTY: Okay. Wdll, I'll just point this out
anyway in fairness. It appears that the discount rate
used in the previous analysis was not 5.5 percent, at
least that's what I'm able to find, unless it was used on
an updated basis, because it appears to indicate 6.1
percent in your document.
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MR. PELLY: Weéll, thisisaconfusion that your expert
and | have had in a couple of jurisdictions. The word
that's used there is"analysis' as opposed to "filing."

MR. OFLAHERTY: Okay.

MR. PELLY: Previous anaysis, which was the one
based on the 2000 AlX, used 5.5 percent. The last
previous filing, which in the case of Newfoundland and
another jurisdiction where your expert was involved,
was based on the 1999 AIX primarily, and the discount
rate used in the 1999 AIX analysis was higher still.
Y ou may beright about the 6.1.

MR. OFLAHERTY: Okay. But | just was going to
point that out. And that would have been one of the
factors that was taken into account for the purposes of
deciding on the discount rate in this particular case.

MR. PELLY: Which would have been one of the
factors.

MR. OFLAHERTY: The discount rate used in the
previous analysis.

MR. PELLY: That's correct, aslisted.

MR. O'FLAHERTY: As opposed to the filing, that's
your point. Yeah, okay. The top of the page, the
provision for return on surplus in the derivation of the
indication is zero percent. Now, why is the derivation
for the return on surplus, sorry, why isthe provision for
return on surplusin the derivation zero percent?

MR. PELLY: We can use the expression "profit
provision” for this, is probably more intuitive, and the
answer is that it's zero percent based on instructions |
have received from Facility Association's Board of
Directorsin that regard.

MR. O'FLAHERTY: And have those instructions been
consistent since the involvement of Eckler Partners
Limited with Facility Association in thisjurisdiction at
least?

MR. PELLY: Yes.

MR. OFLAHERTY: And harkening back to your
previous involvement with your, the different
manifestations of your previous employer, were those
instructions the same?
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MR. PELLY: They were but the instructions get
revisited periodically by Facility Association's Board of
Directors and so far they have been reissued each time.

MR. OFLAHERTY: Okay. I'm not going to ask you
any questions about the rationale for that. | just want
to look at thisin terms of afinancial model. So would
you agree then that the, all things being equal, and |
appreciate when you're looking into the future, you
know, thisis an imprecise model, but the goal isto have
no surplus or ... what was the term you used, profit?

MR. PELLY: Profit provision was...

MR. OFLAHERTY: No profit provision, all things
being equal at the end of the, afuture rate period.

MR. PELLY: The objective ... the difficulty in my
offering you a response is that it needs to have a
context and | guess it's up to me to provide the context.
In the rate-making context zero percent profit provision
means that on an expected basis the premiums in
conjunction with investment income arising on the cash
flow from insurance operations will be just adequate to
meet the expected cost of claims and the expected other
expenses, so in theory when the last claim gets closed,
the last dollar gets spent. That's all on an expected
basis. When you move over to the financial reporting
context and in particular exhibits like the Statement of
Operations for Facility Association, residual market, or
the provincial breakout of that information, the zero
percent profit provision that is recognized in the rate-
making context will give rise to an expectation for a
positive excess of revenue over expenses in the context
of Facility Association's financial statements, and that
arises because of the sharing mechanism that is
fundamental to Facility Association. Member
companies incur expenses arising from their
participation in Facility Association. They incur those
expenses directly and they appear as expenses in their
own member company financial statements. The
revenue source that is intended, at least in theory, to
finance those expenses incurred by those member
companiesis a part of the premium dollars, and thisis
for things like the premium tax or the health levy or
industry and association dues, anything that are levied
on the insurance industry on a basis that is inclusive of
their share of Facility Association, the consequence
being that for those member companies to be made
whole, to be, | hesitate to use the word "reimburse,"
because it's not really that process, but to be, to have
funds made available for purposes of meeting those
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costs, athough it's done on a delayed basis for
premium taxes and the like, you need to have a positive
result from operationsin Facility Association.

MR. OFLAHERTY: And canyou just refer to page ten
of the filing? | guess well move back there. This
particular table which is shown, are these the items, the
categories of items that you're referring to that it's
necessary to generate the positive amount of money
over and above zero percent in order to reimburse for
these necessary expenses?

MR. PELLY: Only in part.

MR. OFLAHERTY: Only in part.

MR. PELLY: Premiumtax isoneexamplel've provided.
MR. OFLAHERTY: Yes, you did, yeah.

MR. PELLY: Health levy was a second example that |
provided, and the other example that | gave was
industry and association dues, which is a fairly minor
item and is basically buried within operating expenses,
| suppose, but it's a small item as a percentage of
premium.

MR. OFLAHERTY: And | don't want to get too hung
up on thispoint. | mean, this may be relevant at some
other stage, but for right now what I'm trying to
understand, you've listed first of al profit as an
expense, okay, and | don't want to get into the theory of
that, but at the end of the day is what, what you're
saying is that once the expenses, we have to generate
enough revenue through Facility to pay the expenses
of each of the members that are incurred as a result of
there being members within Facility, direct expenses,
and then, all things being equal, you should be left with
a break even position. That's the direction from the
Board of Directors.

MR. PELLY: Aswe were directed for this application,
yes.

MR. OFLAHERTY: Sothat fairly statesthe situation.
MR. PELLY: Yes.
(12:30 p.m.)

MR. OFLAHERTY: Okay. Now, areany ... | know you
indicated that you do an annua review process,
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automatic annual review process for, on behalf of
Facility Association, isthat correct?

MR. PELLY: With respect to private passenger
commercia vehiclesinadl jurisdictionsin which Facility
Association operates, yes. It's ... you could call it
automatic. It'saplanned event each year.

MR. OFLAHERTY: And through that process a
decision gets developed on whether or not to come
forward with aratefiling, | takeit?

MR. PELLY: That's correct.

MR. OFLAHERTY: Okay. You don't come forward
with the rate filing annually, at least I'm not too much
concerned with other jurisdictions, I'm concerned with
Newfoundland and Labrador, you don't come forward
with arate filing annually.

MR. PELLY: Not necessarily, no.

MR. OFLAHERTY: Okay. Soyou'vebeen in operation
or FA has been in operation in this jurisdiction for, |
think thisisthe seventeenth year.

MR. PELLY: Sounds about right.

MR. OFLAHERTY: 1985, November 1st of 1985 was
the ... so strictly speaking we are into the 18th year. Of
those 17 years can you estimate for me how many years
that you've brought forward rate filings, and | only ask
you that question because you did have this
background with Fecility yourself. I'll certainly ask Mr.
Simpson the same question if you don't know the
information.

MR. PELLY: I'd be surprised if Mr. Simpson had that at
his fingertips either. | do have a chart that takes me
back a distance but | don't know that it's far enough.
Let mejust check. Theinformation that | have available
only takes me back to a rate change that took effect in
1990, which was for private passenger vehicle then for
commercia vehicles, so that's not going to be sufficient
to answer your question because there's obviously
filings prior to that.

MR. OFLAHERTY: Okay. Isthat a document that's
part of the Board's record?

MR. PELLY: No. That's a persona record that | keep
formy ...
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MR. OFLAHERTY: Okay, because | haven't seen that.
Can you tell me, and this will be the last question on
this particular point, can you tell me how many filings
have been made since 19907

MR. PELLY: Weéll, thefirst filing that | was referring to
was a filing that became, the rate level that became
effective in July of 1990, so the filing would have been
made probably in 1989 if that's, adds any value to this
answer. And for private passenger vehicles there have
been eight rate level revisions including the one which
became effective in May 2002, for private passenger
vehicles, and six such rate revisions that have taken
effect, including that, the latest one being effective in
1996.

MR. OFLAHERTY: Okay, thank you very much. Now,
| want to touch on a couple of topics that are under the
heading "Premiums,” 2.8.

MR. SAUNDERS, PRESIDING CHAIRMAN: Appendix
A, Mr. O'Flaherty?

MR. OFLAHERTY: Yeah, it's the narrative portion,
page ...

MR. SAUNDERS, PRESIDING CHAIRMAN: Oh, I'm
sorry.

MR. OFLAHERTY: Page 12.

MR. SAUNDERS, PRESIDING CHAIRMAN: Page12,
2.8. Yes, | haveit.

MR. OFLAHERTY: Now, thetopic | want to touch on
| realize spills over into the proposal to impose or to
institute the CLEAR rating system here in
Newfoundland, so it is sort of about both of those
topics, but | want to talk to you alittle bit about the use
of premium drift assumptions. Thisis an issue for the
optional physical damage coverage, | take it.

MR. PELLY: Yes.

MR. OFLAHERTY: And theissue of the premium drift
inthisparticular filing islargely driven by the proposed
introduction of CLEAR, isn't it?

MR. PELLY: No.

MR. OFLAHERTY: Okay. The difference between the
premium drift that's proposed in this case and the one
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in the last filing is largely driven by the introduction of
CLEAR, isn'tit?

MR. PELLY: No.

MR. OFLAHERTY: Okay. Inthelast filing, what was
the premium drift level that was suggested?

MR. PELLY: Much lower. For collision it was 2.8
percent per annum, for comprehensive it was 2.9
percent per annum, and for specified perils it was
assumed to be zero percent.

MR. OFLAHERTY: And thisyearsit's 10.63 percent?
MR. PELLY: For rate group drift specifically, yes.

MR. OFLAHERTY: So I'm ... there's a terminology
issue then that we need to deal with obviously.

MR. PELLY: Would you like meto explain why | said
no?

MR. OFLAHERTY:: | would likeyou to explainit, thank
you.

MR. PELLY: Happy to do that. Starting about two
years ago the Vehicle Information Centre of Canada
made a significant procedural change to the manner by
which it updates the tables used to assign vehicles to
rate groups when it's part of arate manual and users of
the rate manua make reference to this table to determine
what rate group a particular vehicle make, model and
model year should be assigned to. VICC is one source
for these rate group tables, probably the dominant
source in Canada. They made a change to the method
that they used for updating those tables because
they're, they need to be updated at least once a year to
recognize that there are new makes and models and
model years on the street, and so they need to
encompass those within the tables. That's the reason
why they get updated. Several changes were
introduced to the methodology employed by VICC for
doing that update and | have only passing familiarity
with the details of the changes that were made, but the
consequence of the change, changes, is that there's an
expectation for a much, much higher level of premium
drift under this new world of the way the, the manner in
which the tables are being updated than existed
previously to that. The 10.63 percent factor that we've
adopted in this application is an advisory number
provided by VICC. It was my evidence that | believe
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that factor isalittle bit high for Facility Association but
| have no means at my disposal to determine how high,
so with some cautious reluctance we proceeded with
the use of that factor and certainly advised the various
committees within Facility Association that that was
what we had proposed, so that it could be considered
at the time when the application is being made. As |
testified, if I'm correct, that the rate group drift factor as
used is high, then the rate level need is being
understated for the physical damage coverages. | can't
prove that it's high and | don't have an alternative basis
for the assumption, so I've used it and I've run the risk
that | have in fact understated the physical damage rate
requirement as a result. So the change in the
methodology employed by VICC was, that change was
made both with respect to CLEAR and with respect to
the former style of table, which are sometimes called the
manufacturer's suggested retail price, or MSRP tables,
and the CLEAR and the MSRP current rate group drift
assumption levels being promulgated by VICC are
much much higher than was the case a couple of years

ago.

MR. OFLAHERTY: Now, you aso indicated, | believe,
in your testimony that due to these uncertainties about
the size of the rate group drift, which isrelated to giving
the age of the data you used, | believe you used two
year old data for the, or VICC used two year old data,
the 2000 AIX, and given the character of the fleet, |
think that was another issue that you had mentioned,
your anecdotal understanding or belief that there were
older vehiclesin the fleet or different vehiclesthanin a
regular fleet, your indication was that FA would have
addressed this through the proposed premium aspect
of thefiling. Am| correct on that?

MR. PELLY: | think you mixed afew thoughts together
there.

MR. OFLAHERTY: Okay.

MR. PELLY:: I think the reference to what VVICC did for
us was in the dislocation study and that really didn't
have anything to do with the rate group drift factor that
was selected here.

MR. OFLAHERTY: Okay. Well let me focus on the
rate group drift then because | understood in answer to
a question from Mr. Stamp that you indicated that you
weren't comfortable with this particular number for the
reasons you've just indicated to the Board, but that in
response to your lack of comfort that FA had
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responded through, or could have responded or, you
know, through the mechanism of looking at the gap
between indicated and proposed rate level changes.
Am| correct on that?

MR. PELLY: That's correct.

MR. OFLAHERTY: Okay. Socanyou tell ushow that
works? Y ou communicate to them your lack of comfort
with the number and then the response in terms of
numbers is contained in the proposed rate level
changes, | takeit.

MR. PELLY: Wéll, just to give you aflavour for that,
let's just try and bear in mind that my premise was, and
this was widely supported by Facility Association's
actuarial committee as well, the premise was that the
physicd damage rate indications were likely
understated, so either not a large enough positive
number or aretoo large a negative number. That's what
| mean by understated. So if welook at page one of the
application, and that's the narrative portion, the theory
behind that premise is that the values appearing in the
columns for collision and comprehensive for private
passenger vehicles, or if we take the overall vaue of
minus 5 1/2 percent for collision as being the indication
and minus 14.1 percent for comprehensive, that those
values are too negative. We're not sure by how much.
One option that Facility Association considered was to
put in place a capping, perhaps limiting the extent to
which that downward indication was going to be
recognized for purposes of putting forward a proposal.
Now, in thisinstance you will see that the collision and
comprehensive proposals are the same as we indicated,
so they came to the conclusion, the committee, the
Rates and Rules Committee and then endorsed by the
Board of Directors, that that wasn't a step that they
were prepared to proceed with in this instance, that
they were prepared to go forward with the proposed
and basically override the concern that | had.

MR. OFLAHERTY: Okay, thank you for clarifying that.
| take it then that the rate group drift is part of the
premium drift but is not, does not contain the whole of
the premium drift?

MR. PELLY: Inthat table that you had us at before ...
MR. OFLAHERTY: Correct.

MR. PELLY: ... Mr. OFlaherty, summarizes the factors
for other portions of the rate group drift, sorry, the
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premium drift, namely limit and deductible drift, and
then the final column shows the combined impact
where there's something to combine. There's atable at
the foot of page 12 of the narrative and the top of page
13 for commercial vehicles. And this whole issue of
rate group drift that we've just been talking about is
only a private passenger issue, CLEAR and the
updatings process for rate group table, that's all private
passenger context. Commercial doesn't have that same
problem.

MR. OFLAHERTY: Yeah, and | do have a couple of
guestions on those issues. |I'm pleased Mr. Simpson is
testifying (inaudible) Facility aswell. The next section
of your, of the filing, which is Section 2.9, this appears
to be a new section that doesn't appear in the other last
two filings. What is the purpose of this particular
section of the filing?

MR. PELLY: The principal objective of this sectionis
to provide alittle bit of commentary about each of the
building blocks that is used to construct the provincial
indication, provincia indicated change in average rate
level. This was introduced following commentary
received on an application in another jurisdiction, for
what's it worth, by your expert on a previous occasion,
and we responded to that by putting in additional
documentation in the narrative because it was felt at
that time by the user of this document, the regulator,
that that was, that would be helpful, so we sought to do
that.

MR. OFLAHERTY: Soit'san expanded summary of the
previous information regarding the provincial rate level
indications.

MR. PELLY: Yes.

MR. OFLAHERTY: Okay, thank you. Now if you
move over to the territory indications, | just have a
couple of questions about this. It appears that the
territorial indications are based on 2000 AlX data.

MR. PELLY: That's correct.

MR. OFLAHERTY: Andisthe2001 AlX datapresently
available?

MR. PELLY: Yes,itis.

MR. OFLAHERTY: Itisavailable, okay. But it wasnot
available, | takeit, at the time that your particular review

44
45

46

a7
48
49
50

51

52

53

54

55
56

57
58

59

60
61
62

63
64
65

66
67
68
69
70
71
72
73

74
75
76
77
78
79
80
81
82

for this, for the purpose of this rate filing application
began.

MR. PELLY: That's correct.

MR. OFLAHERTY: Andinterms of theterritorial rate
level indications, is there a, are there coverages in
which there are no distinctions drawn between territory
whatsoever?

MR. PELLY: For rating purposes?

MR. OFLAHERTY:: For rating purposes.

MR. PELLY: Presently, yes.

MR. OFLAHERTY: And what are those coverages?

MR. PELLY: For Facility Association it's accident
benefits and uninsured automobile.

MR. OFLAHERTY: Andisthat the same situation with
the benchmark?

MR. PELLY: No, itisnot.

MR. OFLAHERTY: Soitisbroken down separately by
territory in the benchmark for both those coverages or
for one or the other of them?

MR. PELLY: Only for accident benefits is it not
territorially rated, but for uninsured auto it does make
provision for territoria rating.

MR. OFLAHERTY: Okay. | found on some of your
answers yesterday you had indicated that there could
be anissue of an unfair burden falling upon, and | don't
mean to mischaracterize your words, upon certain
territories or a disproportionate burden of premium
falling on some territories rather than others in one
particular coverage at least. Do you recal that
testimony?

MR. PELLY: | do. Basicaly it's a consequence of not
recognizing experience. |If you choose to flatten the
premium that you charge across a body of, a group of
policyholders or risks, by its nature you're assuming
that they are al similar and you are charging the same
premium for all of them. The principle of classification
isthat it becomes more fair to break those policyholders
into cohorts, little groupings, and within each grouping
they become more homogeneous and you can assign,
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determine a premium and assign a premium to those
more homogeneous groupings that becomes a more fair
representation of the risk profile that they present to the
system. Territorial is one example of classification rate
making. Facility Association's position on this has
been and continues to be through this application that
they don't want to lead market practice, they don't want
to be a trend setter, so they want to wait to see that
market practices gravitating towards territorial rating of
accident benefits before making that move themselves,
and their latest assessment of that suggested to them
that that was not common practice here yet. That may
in part be because of the benchmark, | don't know, so
until such time as they see stronger evidence of this
being at least an emerging if not dominant practice for
territorial rating of accident benefits, | fully expect that
Facility Association will resist the temptation to react to
the experience. Our purpose in presenting that
experience and the advice about the territorial rating of
accident benefits was simply advisory. If that has any
influence on the way the benchmark evolves, then that
may be a good thing, but nevertheless the day may
come when the Facility Association will be bringing
forward such a proposal and this is strictly sort of an
advance notice of that possibility.

(12:45 p.m.)

MR. OFLAHERTY: Sowould you agree then that from
an actuarial perspective you'd see this as a possible
improvement to the precision of the actua rate
distribution across Newfoundland and Labrador?

MR. PELLY: | really disike the word "precision."
MR. OFLAHERTY: Okay.

MR. PELLY: But I think it would be an improvement to
the "fairness.”

MR. OFLAHERTY: And| specifically picked precision
because | figured if | said fairness that that would be an
area that you wouldn't be qualified in or wouldn't
comment on. Fair enough. So you see it as a fairness
issue too.

MR. PELLY: | do.
MR. OFLAHERTY: Okay. So in other words, that

consumers in Territory 2 shouldn't be subsidizing
consumers in Territory 1 when there is information
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available which indicates that the rate level indications
are higher for one territory over the other.

MR. PELLY: It'sstrong and persistent evidence.

MR. OFLAHERTY: Yes, strong and persistent
evidence like you demonstrated yesterday.

MR. PELLY: Yeah.

MR. O'FLAHERTY: Okay. Now, what about in a
situation with uninsured auto coverage, the $197?
Facility ... that is broken down in the benchmark, is it,
by territory?

MR. PELLY: Itis.

MR. OFLAHERTY: But in Newfoundland and
Labrador Facility is not proposing to break it down by
territory.

MR. PELLY: Once again that's a function of what they
perceive to be current market practice. They don't want
to lead the way, they want to follow and they're waiting
for it to at least be emerging as a dominant practice, if
not a dominant practice.

MR. OFLAHERTY : Isthere anindication, sorry, not an
indication, is there an effort by Facility Association to
have a consistent premium of $19 right across the
Atlantic Provinces, jurisdictions in which they operate?

MR. PELLY: | wouldn't say that's the intent, that's not
thefocus. The use of New Brunswick experience in the
calculation of the uninsured automobile proposal for
commercial vehicles was a fall-back position. The
preference would be to use jurisdictional data.

MR. OFLAHERTY': Okay, yeah, and | should be asking
Mr. Simpson about that anyway. That'sfair enough. In
terms of the next section, Section 4 of the report, sorry,
of thefiling ...

MR. PELLY: Section4 or 5, did you say?

MR. O'FLAHERTY: Section4 ...

MR. PELLY: 4.

MR. OFLAHERTY: ... of thefiling.

MR. PELLY: Yes.
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MR. OFLAHERTY: Page 19 and following.
MR. PELLY: | havethat.

MR. O'FLAHERTY: Now, intermsof theincreased limit
and deductible differentials, what would be the effect
of, on the premium volume of increasing the limit and
deductible differential s?

MR. PELLY: Let me make sure | understood your
guestion. What would be the effect on ...

MR. OFLAHERTY: | don't believe...it'snot apremium
issue, isit, in terms of increasing deductibles?

MR. PELLY: This is the increase in the minimum
deductibles?

MR. OFLAHERTY: Yes.

MR. PELLY: It has an impact, all other things being
equal, if you have a period and then change the
minimum deductible, then have a, and then repeat the
same period. Anybody who had a premium below the
minimum previously, who had a, not a premium but a
deductible below the minimum, will be changed in that
restatement of that period to a higher deductible, so if
you can really conceive of an all other things being
equal scenario, then the premium volume after the
implementation of higher minimum deductibles will be
lower by virtue of the fact that you are providing less
coverage in exchange for alower premium. That's the
consequence of increasing minimum deductibles.
Certain policyholders who had deductibles that were
below the new minimum will be moved up to the
minimum and therefore pay alower premium.

MR. OFLAHERTY:: | seethe perspective, okay. But on
a go-forward basis, you know, once we get past this
next premium year, sorry, the next filing year, is there an
impact following that ...

MR. PELLY: No.

MR. OFLAHERTY: ... interms of the premium? No.
MR. PELLY: | mean, other than limiting options of ...

MR. OFLAHERTY: Right.

MR. PELLY:
policyholders.

open to Facility Association
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MR. OFLAHERTY: Okay. And thisis not an issue
that's based on an actuarial analysis of 1oss experience.

MR. PELLY: No, it's not.

MR. OFLAHERTY: Okay. Isthis, to your knowledge,
an issue of behavioural modification?

MR. PELLY:: It has elements of that.

MR. OFLAHERTY: Okay. Can you explain your
understanding of that?

MR. PELLY: Certainly. Take an extreme case where
there's a zero dollar deductible provided on a physical
damage coverage. Under those circumstances,
claimants will bring forward every claim because every
claim is subject to indemnification. Every claim will
involve some that are very minor, certainly across the
whole body of claimantsit will, and that almost defeats
the purpose of insurance. There are administrative
costs associated with running an insurance company
and administering and adjusting claims and it's
conceivable that if you have a, you know, a little
scratch on the back of your car that can be fixed with a
little bit of buffing, if you pay somebody to do that and
process it as a claim under your comprehensive
coverage, the cost of doing that is, the expense portion
let alone the actual claim piece, is just astronomical
compared to the value that actually comes out of the
process, so you don't want insurance to deal with that.
You readly ... it'simpractical for insurance to deal with
that. So deductibles are there in order to cut out the
small claims, because insurance isn't really there for that
purpose. Beyond that it's also used in some respects as
an underwriting tool in order to encourage good
behaviour by making the deductible at a level people
are, would want to avoid incurring the deductible and
therefore perhaps improve their driving habits by
avoiding accidents, so there is a behaviour modification
sidetoit.

MR. OFLAHERTY: And to your knowledge, and |
know you haven't, theres no, you know, loss
experience that you can analyze, so maybe you can tell
me intuitively to answer this question. Does this aso
have an effect on the loss costs that are paid by
Facility?

MR. PELLY: Yes, it does.

MR. OFLAHERTY: And what is that effect?
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MR. PELLY: Thisthat weretalking about is...
MR. OFLAHERTY: Theimposition ...
MR.PELLY: ... theimposition of aminimum deductible.

MR. OFLAHERTY: ... of minimum deductibles and
raising the existing deductibles.

MR. PELLY: Yeah, it hasthe possibility of lowering the
loss costs if more claims will be eliminated by a higher
deductible. It's a relatively minor impact of course
because most people in Facility Association, if they're
buying physical damage, which is not a common thing
to do in Facility Association, most policyholders do not
buy physical damage coverages. Those that do tend to
gravitate towards higher deductibles, so it's arelatively
small pocket of Facility Association policyholders
who'll be impacted by this change, particularly in
private passenger vehicles.

MR. OFLAHERTY: Well, can we movethen to an area
which could have quite a significant impact, and that's
Section 5 of the filing? Now, | also understand that this
is, if I'm correct, thisis aproposal for which thereisno
actuarial analysis of loss experience.

MR. PELLY: That'strue, other than in quantifying the
estimated rate level impact of the proposed change.

MR. OFLAHERTY: Yes, | agree. And perhapsyou can
start there. What isthe effect?

MR. PELLY: Asan integrated package, the changesto
the accident conviction surcharge schedule and the
clean driver discount is estimated, all other things being
equal, would add about 1.3 percentage points. Now,
the actual manner in which this has been pulled into the
analysis is that we give recognition to the expected
contribution about those changes when we are putting
forward the proposed base rates, so if we are seeking an
overall for a particular territory and coverage, it's
affected by this schedule. If we're seeking an overall
change of ten percent and we think that 1.3 percentage
points will come from the implementation of this
change, then we need to get the rest of the ten points
of change from some place else, and part of that may be
from changes in other differentials, but whatever isleft
over at the end needs to come from a change to the
base rate. That's the manner in which this has been
integrated in. That was my answer for private
passenger vehicles. The corresponding estimate used
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in commercial vehiclesis about 6.4 percentage points.
The reason why the commercia one is higher is
because there is no clean driver discount component to
the proposal for commercial vehicles.

MR. OFLAHERTY: You say thereis no clean driver
discount applicable in the proposal for commercial
vehicles?

MR. PELLY: That's correct. It's a private passenger
only feature.

MR. O'FLAHERTY: Now, how does this proposa
compare to the proposal ... isthis a proposal consistent
with the proposal's put forward in Nova Scotia and New
Brunswick?

MR. PELLY: Yes,itis.

MR. OFLAHERTY: And is this consistent with the
proposal put forward in Ontario?

MR. PELLY: Yes,itis.

MR. OFLAHERTY:: | think I'll defer my other questions
on thisto Mr. Simpson about this particular area. Can
I just turn finally to the CLEAR imposition ... | know we
touched on it in the rate group drift in the issue of the
imposition of CLEAR. Now, one of the issues that's of
concern is the nature of the FA book of business under
this particular proposal, would you agree with that?

MR. PELLY: Or is a generic issue for the
implementation of CLEAR. | would use the word
"implementation” rather than "imposition,” but as a
generic issue, dislocation, policy premium dislocation
is an issue. At the time when it was first sort of being
launched by the industry, there were studies done that
provided graphs comparable to the one that | provided
on ...

MR. OFLAHERTY:: Theonethat's with the letter from
Mr. Simpson?

MR. PELLY: Yes,itis, but, | mean, | included it.

MR. OFLAHERTY: Oh, you have it aswell, okay.
MR. PELLY: Page 11 of BGP 3 is a graphica
presentation of the dislocation study prepared for this

particular application. | can recall seeing similar sorts of
graphs that were generated using industry typical
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distributions at the time when CLEAR was first being
promoted and implemented by various companies, and
the distributions were not nearly for voluntary market
or for industry type expected scenarios. The
distribution was not nearly so concentrated. It was
much more diverse and you saw fairly significant
pockets of exposure with large, like plus, certainly
greater than the Ontario regulatory threshold, large
pockets of policyholders in percentage terms seeing
significant dislocation, both upward and downward.
We're not seeing that here and that's a large part of the
reason why | expressed the view that Facility
Association's fleet of vehicles is fundamentaly
different. The other reason is the information that was
provided by VICC with the dislocation study, this
showed the distribution by the age or by the model
year of the vehicle and it was clearly skewed towards
older vehicles, something which didn't hold true when
| walked outside.

(1:00 p.m.)

MR. OFLAHERTY: Now, subject to of coursetheissue
about the data being, you know, two years old, what
does this tell us about the dislocation in terms of
numbers of persons insured through private passenger
vehicle and commercial in terms of dislocation? Are
more people likely to see a positive dislocation in terms
of increased premium rather than a lowered premium
because of the imposition of CLEAR?

MR. PELLY: First of al it won't affect commercial
vehicles.

MR. O'FLAHERTY: Sorry, okay.

MR. PELLY: This is a private passenger only
phenomena. Secondly, this implementation of clear is
being done coincident with a rate level change, so
when | talk about revenue neutral implementation of
CLEAR, that's a concept that is being used to quantify
the extent, the rate level impact of CLEAR, but this
application is also dealing with arate level request.

MR. OFLAHERTY: Right.

MR. PELLY: Policyholdersthat are currently in Facility
Association who are renewed in a subsequent rating
period under the new rates will not be able to separate
those two effects because they just get a new premium,
they know what their old premium was and the change
will be whatever it is. Probably the best way for me to
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try and give you something meaningful as a response
isto refer to the bar chart. The people on this bar chart,
if you accept that the population is 100 percent, about
68 percent of the policyholders would be expected to
receive a downward movement attributable to the
implementation of CLEAR, avery very small, like .53
percent, would be expected to see no movement
attributable to the implementation of CLEAR, and then
the balance, which would be about 31 percent, would
be expected to see an upward movement in their
premium attributabl e to the implementation of CLEAR,
and that is apart from, in all three casesthat | just cited,
that's apart from whatever rate level change is being
implemented.

MR. OFLAHERTY: And how does that percentage
break-out affect the imposition, sorry, the
implementation of arevenue neutral approach from the
Facility Association?

MR. PELLY: In some jurisdictions they ask that rate
applications for the implementation of CLEAR be
standalone, that it only be dealing with CLEAR, so that
the issue of dislocation can be examined on an isolated
basis, and that's the way we originally proposed it in
thisjurisdiction, and we were asked to combine our rate
application, because there was also one of those
coming, with the CLEAR implementation application.

MR. OFLAHERTY: Okay.
MR. PELLY: Sowefollowed that instruction.

MR. OFLAHERTY: How do you deal with the fact that
it looks like, al things being equal, if CLEAR is
implemented in the jurisdiction, that some 70 percent of
the persons would receive, or 68.5, you've just roughly
indicated, would receive alower, would be subject to a
lower premium when you're dealing with revenue
neutral implementation?

MR. PELLY: Weéll, that has to do with, and we can get
that impression from this graph. Actualy before I'd
offer that explanation, my answer to the previous
question was the direction of the influence of
implementation of CLEAR, because thereis arate level
change being proposed at the same time, so that's the
first clarification. The other clarification isthat if you
look at page 11 of BGP 3, as a quick observation from
that chart, you can identify where the zero point is by
looking at the horizontal scale. It's not actually labelled
as being the zero point but there are points with

FOR THE RECORD

- 579-4451 Page 44



© O N O g b~ W N P

N e =
A W N R O

15
16
17
18

19

20

21
22

23

24

25

26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44

December 13, 2002

P.U.B Hearing - Facility Association

negative signs to one side of it and points with positive
signs to the other, so zero isin the middle there. The
bars to the left of that zero point are higher, more
volume in there, but more concentrated to zero, so they
do not spread out as far to the left as the points on the
right do going to the right of the zero point, so
athough there are more people to the left, they aren't as
far to the left as the fewer people on average are to the
right of the plus sign, so the weighted average of those
two iszero. You've got afewer number of people with
on average more dislocation in a positive direction
versus alarger number of people with asmaller average
dislocation in a negative direction. The average of
those two is zero.

MR. OFLAHERTY: | understand. How are you
accounting for or taking into consideration the decline
in Facility's business in the province when you make
this calculation?

MR. PELLY: Interms of the volume?

MR. OFLAHERTY:: Interms of the volume.

MR. PELLY:
dislocation?

And this caculation being the

MR. OFLAHERTY: Yes.
MR. PELLY: We'renot.
MR. OFLAHERTY: Isthere areason why you're not?

MR. PELLY: At the time when the dislocation study
was undertaken, which was, we began the process of
trying to make it happen, | would approximate the
summer of 2000, we began the process, and that
involved contacting all of the servicing carriers and first
identifying on what basis their systems would be
capable of implementing CLEAR and what constraints
they face in terms of being able to move towards
CLEAR, whether they had done it with their own
systems for their own company book and whether that
trandated to being able to do it for Facility Association,
because we needed to know that we can go there, that
it's a place we can get to practically speaking, and in
those cases for those isolated servicing carriers that
faces, face some limitation, how extensive a process it
would be for them to be able to overcome that limitation
with, say, systems development. The second part we
needed to talk to the servicing carriers about was being
able to provide us with an in force file that we could
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feed into the VICC's dislocation study process. That
was a big undertaking for several of the servicing
carriers. We were doing thisin al jurisdictions so we
were dealing with more than just the Newfoundland
four servicing carriers. We eventually settled on a date
of December 2000 as being the date on which we
wanted each servicing carrier to prepare an in forcefile
and we had had some discussions with VICC prior to
this time but we, once we knew the date we then
continued with our discussions on a more intense basis
with VICC with respect to what we needed them to do,
because it was a bit special for them aswell. They are
accustomed to the extent that they provide this service
to the industry of getting one in force file, and we
needed them to be able to take an in force file from each
of the four Newfoundland and Labrador servicing
carriers and combine them. For reasonswhich | do not
claim to understand, that was a problem, so we had to
overcome that problem with them by helping them with
it. They also had some resource allocation problems
and there were some issues of timing for them that
proved challenging, and eventually we got dislocation
studies starting to be fed back to us. We had to
prioritize which jurisdictions we wanted first and in this
particular instance, Ontario was the first one and the
reason for that was that CLEAR as a widespread
adopted practice in the industry was far more advanced
in implementation across the industry in Ontario than
anywhere else, so we needed to move there fastest and
that's what we did, and then we dealt with successive
jurisdictions step by step. That meant working towards
making an application to implement CLEAR as we were
able, and the CLEAR, or the initial application to this
Board to implement CLEAR | believewasin aletter sent
in the summer of 2002, and it was following that and
some discussions on that line when it came time to put
this rate application in as well that we were told to
combine the two.

MR. OFLAHERTY: Sure. Sowould you agreethenit's
not an ideal scenario to use the two year old policy in
force file, especialy due to the changing volumes of
business in Newfoundland, questions about the fleet,
when you're looking to impose CLEAR, sorry, when
you'relooking to have the CLEAR system implemented
in Newfoundland and Labrador?

MR. PELLY: It'snotideda butit'sapractica aternative.
MR. OFLAHERTY: But because of the uncertainties

that we've identified, and we seem to agree that those
uncertainties do exist, would you accept that it is
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reasonable for the Board to look at phasing in the
effects of these particular premium changes on Facility,
consumers in the province?

MR. PELLY: | don't think | can take that |eap.
MR. OFLAHERTY: Okay.

MR. PELLY: The evidence of the December 2000 in
force file is that very few policyholders would have
faced significant dislocation had we been actually
implementing CLEAR on that date. The most
significant parts of the extreme dislocation that arises
from CLEAR implementation as a generality are not on
older vehicles. There are some exceptions but most of
the cases are on the more modern vehicles, and it's
either because they are costly and very expensive to
repair, maybe the BMWs or the Lamborghinis
(phonetic) or something like that, or because they have
very effective crash protection technology built into
them, in which case the MSRP system does not
adequately capture that. The M SRP system would tend
to push them into a higher rate group and that's not
giving proper recognition to the benefits of some of the
things that makes them more expensive, so that's mostly
in the more modern vehicles and that's why the bigger
dislocation is expected in the voluntary market setting
as opposed to Facility Association setting.

MR. OFLAHERTY: Okay. Well let me seeif we can
agree on this. Would you agree that it's more
reasonable for the Board to consider phasing in the
effect of this particular implementation given the
circumstances that exist about the policy in force file
and the uncertainties about the fleet than it would in a
circumstance where the policy in force file was much
more current?

MR. PELLY: 1 think there are aternative courses of
action open to the Board that are preferable. If they
remain uncomfortable about relying on the indication
from using an older in force file, | think there are other
options rather than imposing the capping process, that
are more effective or at least will give rise to a better
ultimate decision. One of those options would be to
defer implementation of CLEAR until amore up-to-date
in force file could be generated. That would represent
afairly significant undertaking for Facility Association
and its servicing carriers, but my knowledge, limited as
it may be of systems development problems, | suspect
that will pale in comparison to the major expense of
implementing a phasing in mechanism for CLEAR, soif,
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given a choice between proving it, that there's not
going to be major dislocation or coping with it just in
case, | suspect that the popular vote amongst the
servicing carriers would be we'll suffer through one
more time of providing dislocation policy in force files
so that we can demonstrate that there's still that
consistency. Now, neither of those options is very
attractive. Personally, | think ...

MR. O'FLAHERTY: No, | can understand that.
MR. PELLY: ... they're both expensive options.
MR. OFLAHERTY: Yeah.

MR. PELLY: The position taken by regulatorsin other
jurisdictions that have previously approved CLEAR
has been predicated on a belief that dislocation for a
residual market mechanism like Facility Association is
not as sensitive an issue as it isin the voluntary market.
Part of the reason for that is that there is more turn over
in Facility Association and that people don't really ook
to bein Facility Association as their long-term home for
insurance, and in fact that's true, so not everybody
who'sinthein forcefilein fact will experience whatever
dislocation you measure because they're not going to
renew in Facility Association. That nasty conviction is
going to drop off their record and they're going to get
coverage in the voluntary market. Secondly,
policyholders are in the residual market for areason. |
can't tell you what the reasons all are because it
depends upon the behaviour of the voluntary market,
but to the extent that they are there, they are there for
reasons that make them unattractive in the voluntary
market. They are the riskier portion as perceived by the
industry of the voluntary market, well, of the industry,
| guess | should say. The consequence of that is that
theregulators, it isavery small segment of the industry
typically and regulators in our experience have been
less concerned with the dislocation issues in that small
segment when it is being done very late in the day, very
late in the overall industry's process of implementing
CLEAR. There redly are very few alternatives left
because so many companies are already on CLEAR and
if Facility Association proceeds with implementation
and you have a policyholder who might move from a
current premium to a proposed premium that's going to
be dislocated by virtue of moving to CLEAR, they're
also going to get dislocated if they were in the, moving
back to the voluntary market because so much of the
voluntary market is on CLEAR now. It's acost versus
benefit issue and the costs are significant. Servicing
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carriers are being stretched now meeting many of the
demands that are being placed on them and it's a
serious issue to impose, | like that word now, impose ...

MR. OFLAHERTY: Yes, | noticed that.

MR. PELLY: ... such a considerable requirement when
they've gone through it once with best efforts and, yes,
it's taken awhile to get it to this Board, but | believe it
is intuitive that it's a reasonably stable statistic and
severe dislocation is not expected. We saw this same
distribution in every jurisdiction that FA did at the
December 2000 in force. This isn't a fluke in
Newfoundland. This is the way it was in every
jurisdiction. | have no reason to believe that the world
has changed.

(L:15p.m)

MR. OFLAHERTY: Now, when | was listening to your
evidence | was getting the impression that you were
suggesting that regulators have a different view of
persons who popul ate the residual market than persons
who are in the voluntary market.

MR. PELLY: | think that's true.

MR. OFLAHERTY: And | was also getting the
impression that you were saying that their view of
persons in the residua market is that they are, to a
certain extent at least, authors of their own misfortune.

MR. PELLY: To acertain extent.

MR. OFLAHERTY: Isn't it aso true though that the
percentage of persons entering in the Facility
Association market, and I'm perhaps getting a bit far
afield from what we're talking about, but just to focusin
on that issue, the new entrants into the residual market
are tending to be persons with no adverse driving
record whatsoever?

MR. PELLY: There are people in Facility Association
who aren't there because of their accident and claims,
and conviction record, that's true.

MR. OFLAHERTY: So those persons then are being
negatively affected by a perception that's really directed
at what | would call high risk drivers rather than high
risk premiums, for example.
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MR. PELLY: But | think that depends upon why
they've been placed in Facility Association.

MR. OFLAHERTY: Okay. | understand that there was
evidence presented before the Nova Scotia Board that
something over 60 percent of new entrants into their
Facility Association market were actually persons with
no accidents and no convictions.

MR. PELLY:
magnitude, yes.

| recall something in that order of

MR. O'FLAHERTY: So | guess my point is that to a
certain extent to tar those persons with a negative
perception about high risk driversisnot really apt, isit?

MR. PELLY: That depends again on the reasons why
they're placed in the residual market. It's not just
accident conviction record. | mean, an example would
be muscle cars, if that's an accepted phrase, high power,
power to weight ratio cars. They're very popular where
| live, | don't know about around here, but that's an
example of a vehicle that's just asking to get into an
accident, particularly if it's driven by a youthful
operator. Arethey the authors of their own misfortune?
| guess they are. They made a choice to buy that
vehicle and if they'd done their research beforehand,
they would have found out it's going to be pretty
pricey to get it insured too. These are persona
decisions...

MR. OFLAHERTY: Sure.

MR. PELLY:
consequences.

.. and | think you have to accept the

MR. OFLAHERTY:: | think we're getting alittle bit far
afield into the area of the residual, how the actual
residual market is created, which ismore an issue for the
other witnesses that the Board has requested, so |
won't pursue that any further. | just conclude on the
issue of CLEAR by saying that, you know, if we're
asking the Board to implement caps or phase ins,
because of the issues of uncertainty that arise from the
in force file that was used and the differences with
respect to or uncertainties with respect to the fleet, your
evidence, as | understand it, is that FA would prefer to
have the whole matter deferred to a different application
rather than have that implemented.

MR. PELLY: Wéll, I'm not authorized to offer that as
Facility Association's point of view.
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MR. OFLAHERTY: That's not problem then. | don't
want to ... that was just your sense of how it would play
out.

MR. PELLY: That would be ... if they asked me for my
suggestion, if they were given a choice and they say
which of these two choices should we pick and they
asked me for my opinion, | would give them what | said
in my evidence. | mean, obviously it's not my decision
and if | had counsel to provide to this Board in making
adecision and rendering a decision on this application,
and if they felt that they could not get comfortable with
the basis as presented in this application, | think there
are alternatives open to them other than requiring the
creation of a phasing in implementation scheme. The
systems development costs of doing that for
Newfoundland and Labrador, | hesitate to think of the
costs. I'm not a systems expert, | have no idea. It's

scary.

MR. OFLAHERTY: But your expectation is that that
would be the case.

MR. PELLY: That would be my expectation.

MR. OFLAHERTY: Okay. Mr. Chairman, | was going
to head into another area and | notice there's only
about five minutes left. | hadn't meant to go aslong as
| did. It's going to take longer than five minutes to get
through this. Maybe we can just break at this point
and conclude when Mr. Pelly returns.

MR. SAUNDERS, PRESIDING CHAIRMAN: Yes, |
think that would be a good idea. Mr. Pelly will be
returning, | would assume, on Tuesday.

MR. PELLY: That soundslike aplan, sir.

MR. SAUNDERS, PRESIDING CHAIRMAN: Beforewe
do break though | wanted to just check with counsel on
next week's arrangements. Are we okay on that, Ms.
Newman?

MS. NEWMAN: Yes. Everyonewill recall that we had
scheduled Tuesday morning at 9 am. for the start of the
public participation. The Board is endeavouring to try
to rearrange those and | understand that we've had
some success with that, although everybody is not
confirmed. Rather than breaking up the actuarial
evidence it was felt that it would be better to put those
matters off till alater point in time and | guess we can
address that as that, as this proceeds next week. |
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understand that counsel are in agreement with that. |
believe that everybody has set aside their schedules for
the balance of next week as we anticipate that it will last
that long and that the experts are available to proceed
throughout that period starting on Tuesday at nine.

MR. SAUNDERS, PRESIDING CHAIRMAN: Okay.
And just one other point about next week and that is
that there is another matter that another panel of the
Board are dealing with on Thursday.

MS. NEWMAN: Yes.

MR. SAUNDERS, PRESIDING CHAIRMAN: And that
may interrupt or interfere with our schedule to some
degree.

MS. NEWMAN: We may havetofinishalittle early on
Thursday. That hasn't yet been sorted out.

MR. SAUNDERS, PRESIDING CHAIRMAN: And that
means we may have to finish an hour earlier or
something on Thursday but we'll know that alittle later
on, | guess. Okay. Any other matters before we break
for the weekend?

MR. OFLAHERTY: | do have one question, Mr.
Chairman. | was speaking when | should have been
listening to my friend. The schedule on Tuesday, will
that commence again with Mr. Pelly, | assume?

MR. SAUNDERS, PRESIDING CHAIRMAN: Yes.

MR. OFLAHERTY: And then following that what's the
next order of business?

MS. NEWMAN: Wedid, as| said, we're endeavouring
to rearrange the public presentations. They were
scheduled for 9 am. | think two of the three have
confirmed that that's fine but one has not yet, so to the
extent that they feel it's absolutely necessary to be here
at 9 am. to present, we may allow that interruption
given that we had given that indication, but we are still
working on allowing alater time for that so that we can
continue with Mr. Pelly, but | anticipate it would only
be one public presentation, if they feel it's absolutely
necessary.

MR. OFLAHERTY: Thank you very much.

MR. SAUNDERS, PRESIDING CHAIRMAN: Okay.
Okay, thank you. Thank you, Mr. Pelly.
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MR. PELLY: Thank you.

MR. SAUNDERS, PRESIDING CHAIRMAN: Havea
good weekend.

(hearing adjourned)
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