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MEMORANDUM 
To: Members in the Property and Casualty Insurance Practice Area 

From: Steven W. Easson, Chair 
Standards and Guidance Council  

Houston Cheng, Chair 
Committee on Property and Casualty Insurance Financial Reporting 

Date: August 28, 2019 

Subject: Draft Educational Note: IFRS 17 Estimates of Expected Loss Ratios for the 
Minimum Capital Test 

The Committee on Property and Casualty Insurance Financial Reporting (PCFRC) has prepared 
this draft educational note to provide information concerning the estimates of expected loss 
ratios in a manner consistent with IFRS 17 requirements, explicitly for the Minimum Capital Test 
(MCT) in regulatory annual returns. 

It is written from the perspective of Canadian actuaries and is not intended to duplicate any other 
guidance. Additional information that provides further detail can be found in the International 
Actuarial Association (IAA) guidance and other Canadian Institute of Actuaries (CIA) documents. 

In accordance with the Canadian Institute of Actuaries’ Policy on Due Process for the Approval 
of Guidance Material Other than Standards of Practice and Research Documents, this draft 
educational note has been prepared by the PCFRC and has received final approval for 
distribution by the Standards and Guidance Council on August 28, 2019. 

The actuary should be familiar with relevant educational notes. They do not constitute 
standards of practice and are, therefore, not binding. They are, however, intended to illustrate 
the application of the Standards of Practice, so there should be no conflict between them. The 
actuary should note however that a practice that the educational notes describe for a situation 
is not necessarily the only accepted practice for that situation and is not necessarily accepted 
actuarial practice for a different situation. Responsibility for the manner of application of 
standards of practice in specific circumstances remains that of the members. 

If you have any questions or comments regarding this draft educational note, please contact 
Houston Cheng at hhcheng@kpmg.ca. 
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1. Introduction 
International Financial Reporting Standard (IFRS) 17 will become effective in Canada for fiscal 
years beginning on or after January 1, 2022. IFRS 17 establishes principles for the recognition, 
measurement, presentation, and disclosure of insurance contracts. The Office of the 
Superintendent of Financial Institutions Canada (OSFI), Autorité des marchés financiers (AMF), 
and other provincial regulatory authorities have indicated their intention to adapt the insurance 
capital guidelines (Minimum Capital Test or MCT Guidelines) applicable to property and 
casualty insurers effective with the implementation of IFRS 17. 

This draft educational note provides practical application guidance to Canadian actuaries to 
fulfill the requirements in respect of a component of the MCT that is specific to a valuation 
under IFRS 17. That component is the “expected loss ratio” or “ELR” used in the derivation of 
the insurance risk margin for “unexpired coverage” (as described in the MCT guideline) for 
property and casualty (P&C) insurers using the premium allocation approach (PAA) to 
determine their liability for remaining coverage (LRC) for a given group of insurance contracts. 

For P&C insurers using the general measurement approach (GMA) to determine their LRC for a 
given group of insurance contracts, the applicable insurance risk margin for unexpired coverage 
is derived directly from the estimate of LRC reflected in the financial statements, and an explicit 
estimate of the ELR is not required for MCT purposes. 

Similarly, the insurance risk margin pertaining to the liability for incurred claims (LIC) is derived 
directly from the estimate of LIC reflected in the financial statements, and an explicit estimate 
of the ELR is not required for that component of the MCT margin. 

2. Expected Loss Ratios for MCT 
The expected loss ratio for MCT is a best estimate of the future ELR that is applied to the 
estimated revenue for the remaining coverage period. As used in this draft educational note, 
the “remaining coverage period” refers to the period during which remaining amounts of 
acquisition cash flows and premiums receivable are to be brought into revenue. In deriving the 
ELR for MCT, the actuary would consider the revenue basis to which it is applied (e.g., insurance 
revenue on a basis consistent with the statement of profit or loss), including consideration of 
whether the business is direct, reinsurance issued, or reinsurance held. The ELR would 
encompass expected future losses and expected future loss adjustment expenses (LAE). The 
ELR would reflect the time value of money, in accordance with IFRS 17, but it would not include 
risk adjustment for non-financial risk. 

Many evaluation methods may be used to derive the ELRs for MCT, depending on the 
complexity of the business segments and characteristics of the insurer. Projected ELRs may be 
based on the actuary’s valuation of LIC, on the insurer’s plan (or budget), on the results of a 
ratemaking analysis, or on an ad hoc analysis, as considered appropriate. 

The determination of ELRs for MCT is generally undertaken using a business segmentation that 
is consistent with the analysis of LIC, or any other segmentation that is considered appropriate 
for this purpose. To facilitate the MCT calculations, the actuary may use a business 
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segmentation that produces estimated future costs that can be aggregated to the annual return 
class of insurance level. 

Sections 3 and 4 separately address expected future losses and expected future LAE. 

3. Expected Losses 
Generally, future expected losses are based on the actuary’s evaluation of the insurer’s recent 
experience, consistent with the valuation of LIC, adjusted to the remaining coverage period. 

Examples of adjustments to the historical experience include the following: 

• Loss trends applied to adjust historical cost levels to the average accident date 
underlying the remaining coverage period; 

• Expected legislative change (including mandated benefit modifications); 

• Recent court decisions; 

• Mix-of-business change; 

• On-level factors applied to adjust historical experience to the rate level underlying the 
remaining coverage period; and 

• Catastrophe and large losses loadings. 

The actuary would consider the revenue recognition pattern underlying the LRC and select 
assumptions accordingly. Seasonality adjustments to the indicated future expected losses may 
need to be applied if the claims occurrence pattern is not uniform throughout the remaining 
coverage period (e.g., seasonal occurrences of hurricanes). Depending on the line of business, 
the seasonality adjustment may not be significant. For some portfolios (e.g., property 
catastrophe treaty reinsurance), however, seasonality may be a meaningful consideration. 

The future expected losses may also include adjustment for policy term assumptions 
considering the term of the policy and the future period covered by the remaining coverage 
period. For example, for policies with a term longer than 12 months (such as warranties or 
multi-year contracts, if eligible for PAA), assumptions for the ELR would consider trends that are 
expected over the remaining term of these policies. 

4. Loss Adjustment Expenses 
In selecting an ELR, the actuary would consider loss adjustment expenses directly attributable 
to claims. 

If historical losses include allocated loss adjustment expenses (ALAE), the actuary may choose 
to include ALAE in the estimate of the expected future losses. Alternatively, an estimate of 
future ALAE may be derived by the actuary based on considerations similar to those applied to 
the estimate of expected losses, and generally consistent with the actuary’s valuation of LIC. 

Similarly, the actuary may choose to include unallocated loss adjustment expenses (ULAE) in 
the estimate of expected future losses. If ULAE is not included with losses, the actuary would 
derive an estimate of future ULAE on a suitable basis, and generally consistent with the 
actuary’s valuation of LIC. A typical calculation is to apply a ULAE ratio based on historical 
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experience reflecting any expected changes in claims practices to the expected losses. To 
facilitate the MCT calculations, the actuary may wish to consider the extent to which ALAE 
ratios and ULAE ratios might vary by annual return class of insurance. 

Directly attributable costs not otherwise included as ALAE or ULAE above may be included in 
the derivation of the ELR for MCT purposes. If not encompassed by the ELR, such costs would 
be identified as additional costs to be added for MCT purposes. 
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