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CIA Educational Note Guidance for the 2009 
Valuation of Policy Liabilities and DCAT for 
Property and Casualty Insurers

• Annual guidance to P&C actuaries 

• From Committee on Property and Casualty Insurance 
Financial Reporting (PCFRC) of the Canadian Institute 
of Actuaries (CIA) 

• Focus policy liabilities valuation and DCAT analyses

• Remind Appointed Actuaries of relevant Standards of 
Practice (SOP) and Educational Notes and highlights 
most important issues arising during the year
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Issues addressed in Educational Note

• New SOP on margins for adverse deviation (MfAD)

• New Ed Note on provisions for adverse deviation (PfAD)

• Regulatory guidance

� Changes in reporting requirements for federally regu lated 
reinsurers

– Changes in reporting requirements for DCAT

• Judicial decision on Canadian automobile cap on damages

• Part XIII of the Insurance Companies Act 

• Economic Environment

• Harmonized sales tax (HST) in Ontario

• International financial reporting standards (IFRS)
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MfAD Refresher

• MfAD reflects degree of uncertainty of best estimate 
assumption

• SOP: deviations of actual from expected experience may 
result from one or more of the following:

� Error of estimation – past experience data may be 
insufficient or unreliable – future conditions may differ 
from conditions that generated past experience

� Deterioration or improvement of expected experience as 
result of influences which actuary does not anticipate

� Statistical fluctuation

• MfAD not expected to be so high that probability of 
unfavourable development is < 1% or 5% (i.e., scenarios 
under DCAT), purpose of capital
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Current CIA SOP – MfAD

• Three categories of MfAD

� Claims development – % of claim liabilities 
excluding PfAD

� Recovery from reinsurance ceded – % of amount 
deducted on account of reinsurance ceded 
excluding PfAD

� Investment return rates – deduction from expected 
investment return rate per year
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Current CIA SOP – MfAD (cont’d)

• According to how considerations so vary, selected 
margins should vary between:

� Premium liabilities and claim liabilities

� Lines of business

� Accident years, policy years, or underwriting year s
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New Standards of Practice – MfAD

• Notice of Intent (NOI) issued June 2005

• Two proposed changes

� Decrease low margin investment from 50 bp 
to 25 bp

� Recognize stochastic methods as accepted 
actuarial practice in Canada

• Substantial response from membership



8

Standards of Practice – MfAD (cont’d)

• Exposure Draft with revised SOP issued September 

� Increase claims development margin from 15% 
to 20%

� Decrease low margin investment from 50 bp to 
25 bp

� Recognize stochastic methods as accepted
actuarial practice in Canada

• Comments due October 31, proposed effective date 
December 31

• Early implementation allowed
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Explicit Assumptions
MFAD Using a Deterministic Analysis

• New concept – not excessive

• May be circumstances for MfAD above high margin

 

Category Low Margin High Margin 
Claims development 2.5% 20% 
Recovery from reinsurance ceded Zero 15% 
Investment return rates 25 basis points 200 basis points 
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PfAD Educational Note

• Long overdue 

• Necessary to replace repealed Standards which 
occurred when Consolidated Standards were 
implements

• Necessary due to acknowledgement of stochastic 
techniques as accepted approach

• Based in large part on International Actuarial 
Association’s Risk Margin Working Group Report, 
finalized April 2009

• Reflects comments from CIA membership on MfAD NOI
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Organization of PfAD Educational Note

1. Introduction

2. Terminology 

3. Desirable risk margin characteristics

4. Three categories of margins for adverse deviations

5. Explicit assumptions - margins for adverse deviations 
using a deterministic analysis 

6. Relevant statistical concepts

7. Stochastic techniques 

8. Three P&C product examples 

9. Quantile approaches 

10. Comparison of risk margin methods

11. Documentation and reporting
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Information Sources

• IAA Risk Margin Report

• Feedback from CIA members received in response to 
MfAD NOI

• Checklists for MfAD from Appointed Actuary reports
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Desirable Risk Margin Characteristics – IAIS

• Addressed in Second Liabilities Paper (2006, paragraph 57)

• Does not prescribe any one method

• “ … methodology for calculating the risk margin should share certain 
characteristics.”

� The less that is known about current estimate and its trend, the
higher the margin

� Risks with low frequency and high severity will ha ve higher risk
margins than risks with high frequency and low severity 

� For similar risks, contracts that persist over lon ger timeframe will 
have higher risk margins than those of shorter duration

� Risks with wide probability distribution will have  higher risk margins 
than risks with narrower distribution

� To extent that emerging experience reduces uncerta inty, risk 
margins will decrease, and vice versa

• IASB Identified same properties as desirable 
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IAA Risk Margin Requirements

1. Apply consistent methodology for entire lifetime of 
contract

2. Use assumptions consistent with those used in 
determination of corresponding current estimates

3. Be determined in manner consistent with sound 
insurance pricing practices

4. Vary by product (class of business) based on risk 
differences between products

5. Be easy to calculate

6. Be consistently determined between reporting periods 
for each entity that is, risk margin varies from period 
to period only to extent that there are real changes 
in risk
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IAA Risk Margin Requirements (cont/d)

7. Be consistently determined between entities at each 
reporting date, that is, two entities with similar 
business should produce similar risk margins using 
the methodology

8. Facilitate disclosure of information useful to 
stakeholders

9. Provide information that is useful to users of financial 
statements

10. Be consistent with regulatory solvency and other 
objectives

11. Be consistent with IASB objectives
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CIA Risk Margin Characteristics

• A larger margin for adverse deviations (compared to the best 
estimate assumption) is appropriate if

� the actuary has less confidence in the best estimate 
assumption,

� an approximation with less precision is being used, 

� the event assumed is farther in the future,

� the potential consequence of the event assumed is 
more severe, or

� the occurrence of the event assumed is more 
subject to statistical fluctuation.

• A smaller margin for adverse deviations is appropriate if the 
opposite is true.
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Documentation and Reporting

• Actuary would document his/her process for 
determining MfADs and compliance with accepted 
actuarial practice 

• Important regardless of whether actuary uses explicit 
assumptions or stochastic techniques 

• Documentation for both explicit assumptions and 
stochastic techniques would include support for key 
decisions 
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Documentation and Reporting (cont’d)

• With respect to reporting, normally in user’s interest to 
be aware of MfADs selected by actuary

• Must take into account complexity of concept, potential 
importance of concept to user, as well as sophistication 
of user who will be receiving work product

• Important for actuary to communicate with auditors
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Regulatory Guidance

• Remind AA to refer to updated communication from 
provincial and/or federal insurance regulators 

• Federally regulated reinsurers required to file within 60 
days instead of 105

• Expect that DCAT will be presented no later than 6 
months after year-end

• Insurers will need to be able to respond to requests by 
OSFI to prepare interim “what if” stress tests
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Judicial Decision on Canadian Automobile Cap on 
Damages

• Similar comments as last year

• Updated for most recent court decision

• Issue � Will the Supreme Court of Canada hear the 
case?

• Uncertainty exists at year-end 2009
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Part XIII of the Insurance Companies Act

• Changes to Insurance Company Act regarding 
definition of insurance in Canada of risks – effective 
January 1, 2010

• Focus on location of conduct of insurance business 
rather than on location of risk 

• Changes effective January 1, 2010 and thus do not 
impact fiscal year 2009 valuations

• Projection of years 2010 and subsequent in DCAT 
expected to reflect new definition of the business 
insured “in Canada”
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Part XIII of the Insurance Companies Act (cont’d)

• Marine insurance to be included with other lines of 
business and not shown separately

• Branch Adequacy of Assets Test (BAAT) amended to 
reflect change in marine liabilities 

• Expect margins for marine insurance to be 8% for 
unearned premium reserves and 15% for claim 
liabilities



23

Economic Environment

• Challenges seen in 2008, expect again in 2009

• Primarily with discounting – interest rate and margin 
used for discounting

• SOP require that expected default be considered in 
selection of the interest rate 

• For DCAT analysis, current financial situation may 
affect adverse scenarios
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Harmonized Sales Tax (HST) in Ontario

• Harmonization to be effective July 1, 2010

• Expect implementation will increase costs for insurers 
in Ontario 

• AAs would consider effect on:

� DCAT analyses 

� policy liabilities



25

International Financial Reporting Standards

• Comments limited to P&C insurers

• Not expect any material change for AAs for Phase I

• Some AAs involved with disclosure requirements

• Too many unknowns with Phase II – thus, not 
significant activity at this time from P&C actuaries in 
Canada
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