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Independent auditor’s report

To the Directors of the Alberta Lawyers Insurance Exchange

Our opinion

In our opinion, the accompanying financial statements present fairly, in all material respects, the financial
position of the Alberta Lawyers Insurance Exchange (the Exchange) as at December 31, 2018 and its
financial performance and its cash flows for the year then ended in accordance with International
Financial Reporting Standards (IFRS).

What we have audited
The Exchange’s financial statements comprise:

e the statement of financial position as at December 31, 2018;

° the statement of net and comprehensive loss and changes in equity for the year then ended;

° the statement of cash flows for the year then ended; and

° the notes to the financial statements, which include a summary of significant accounting policies

and other explanatory information.

Basis for opinion

We conducted our audit in accordance with Canadian generally accepted auditing standards. Our
responsibilities under those standards are further described in the Auditor’s responsibilities for the audit
of the financial statements section of our report.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our
opinion.

Independence

We are independent of the Exchange in accordance with the ethical requirements that are relevant to our
audit of the financial statements in Canada. We have fulfilled our other ethical responsibilities in
accordance with these requirements.

Responsibilities of management and those charged with governance for the financial
statements

Management is responsible for the preparation and fair presentation of the financial statements in
accordance with IFRS, and for such internal control as management determines is necessary to enable the
preparation of financial statements that are free from material misstatement, whether due to fraud or
erTor.

:Prl‘cewaterhouseCoopers LLP
Suncor Energy Centre, 111 5th Avenue SW, Suite 3100, East Tower, Calgary, Alberta, Canada T2P 5L3
T: +1 403 509 7500, F: +1 403 781 1825

“PwC" refers to PricewaterhouseCoopers LLP, an Ontario limited liability partnership.
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In preparing the financial statements, management is responsible for assessing the Exchange’s ability to
continue as a going concern, disclosing, as applicable, matters related to going concern and using the
going concern basis of accounting unless management either intends to liquidate the Exchange or to cease
operations, or has no realistic alternative but to do so.

Those charged with governance are responsible for overseeing the Exchange’s financial reporting process.

Auditor’s responsibilities for the audit of the financial statements

Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are
free from material misstatement, whether due to fraud or error, and to issue an auditor’s report that
includes our opinion. Reasonable assurance is a high level of assurance, but is not a guarantee that an
audit conducted in accordance with Canadian generally accepted auditing standards will always detect a
material misstatement when it exists. Misstatements can arise from fraud or error and are considered
material if, individually or in the aggregate, they could reasonably be expected to influence the economic
decisions of users taken on the basis of these financial statements.

As part of an audit in accordance with Canadian generally accepted auditing standards, we exercise
. . . . . g . .- 2 .
professional judgment and maintain professional skepticism throughout the audit. We also:

° Identify and assess the risks of material misstatement of the financial statements, whether due to
fraud or error, design and perform audit procedures responsive to those risks, and obtain audit
evidence that is sufficient and appropriate to provide a basis for our opinion. The risk of not
detecting a material misstatement resulting from fraud is higher than for one resulting from error,
as fraud may involve collusion, forgery, intentional omissions, misrepresentations, or the override
of internal control.

° Obtain an understanding of internal control relevant to the audit in order to design audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an
opinion on the effectiveness of the Exchange’s internal control.

° Evaluate the appropriateness of accounting policies used and the reasonableness of accounting
estimates and related disclosures made by management.

° Conclude on the appropriateness of management’s use of the going concern basis of accounting and,
based on the audit evidence obtained, whether a material uncertainty exists related to events or
conditions that may cast significant doubt on the Exchange’s ability to continue as a going concern.
If we conclude that a material uncertainty exists, we are required to draw attention in our auditor’s
report to the related disclosures in the financial statements or, if such disclosures are inadequate, to
modify our opinion. Our conclusions are based on the audit evidence obtained up to the date of our
auditor’s report. However, future events or conditions may cause the Exchange to cease to continue
as a going concern.

° Evaluate the overall presentation, structure and content of the financial statements, including the
disclosures, and whether the financial statements represent the underlying transactions and events
in a manner that achieves fair presentation.



pwec

We communicate with those charged with governance regarding, among other matters, the planned scope
and timing of the audit and significant audit findings, including any significant deficiencies in internal
control that we identify during our audit.

PPrcervnitihosie cpmees [LP
Chartered Professional Accountants

Calgary, Alberta
February 25, 2019



The Alberta Lawyers Insurance Exchange

Statement of financial position
As at December 31, 2018

Assets

Cash and cash equivalents (note 2)
Investments (note 3 and 7)
Accrued interest receivable
Prepaid expenses

Deferred premium tax

Total assets

Liabilities and Equity

Accounts payable and accrued liabilities

Unearned premiums (note 6)

Premium deficiency (note 10)

Provision for claims and related costs — Professional liability (note 5)
Provision for claims and related costs — Trust safety (note 5)

Total liabilities

Equity

Contributed capital (note 4)
Retained deficit

Total equity

Total liabilities and equity

Approved by the Advisory Board

Original signed by S. Raby, QC  Director

2018 2017

S S
2,027.036 4,086,884
31,124,564 20,828,839
101,209 56,982
167,885 145,350

- 108.400
33.420,694 25,226,455
240,925 298.348
2,092,000 2,710,000
351,000 -
18,431,000 12,616,000
714,000 717,000
21,828,925 16,341,348
14,500,000 9.000.000
(2,908.231) (114.,893)
11,591,769 8,885,107
33,420,694 25,226,455

Original signed by D. Spackman,

The accompanying notes are an integral part of the financial statements.

QC Director



The Alberta Lawyers Insurance Exchange

Statement of net and comprehensive loss and changes in equity

For the year ended December 31, 2018

Income

Premium - Professional liability

Premium - Trust safety

Premium ceded

Net premium

Investment income

Unrealized gain (loss) on fair market value of investments

Total income

Expenses

Provision for claims and related costs - Professional liability (note 5)
Provision for claims and related costs - Trust safety (note 5)
Premium deficiency (note 10)

Management fee (note 6)

Premium tax

Professional fees

Employment services contracts

Board expenses

Investment counsel fees

Administration

Total expenses

Net and comprehensive income (loss)
Total equity — beginning of year
Contributed capital (note 4)

Total equity — end of year

2018 2017
$ $
4,271,000 4,200,000
531,000 560,000
(299.236) (242,113)
4,502,764 4,517,887
652,589 446,047
(299.406) 196,514
4,855,947 5,160,448
6,239,379 4,957,000
(3,000) 339,000
351,000 (85,513)
472,600 308,000
275,810 98.156
105,205 126.940
91,112 35.478
107.769 107,392
59,278 40,568
20,132 16.751
7.649.285 5,943,772
(2,793,338) (783.324)
8,885,107 5,668,431
5,500,000 4,000,000
11,591,769 8,885,107

The accompanying notes are an integral part of the financial statements.



The Alberta Lawyers Insurance Exchange

Statement of Cash Flows
For the year ended December 31, 2018

Cash provided by (used in)

Operating activities

Net and comprehensive loss for the year

Items not affecting cash
Realized loss on sale of investments
Unrealized (gain) loss on fair market value of investments
Provision for claims and related costs — Professional liability
Provision for claims and related costs — Trust Safety

Changes in non-cash working capital items
Claims paid — net of recoveries (note 4)

Cash provided by operating activities
Investing activities

Sale of investments

Purchase of investments

Cash provided by investing activities

Financing activities
Capital contribution

Increase (decrease) in cash

Cash and cash equivalents — beginning of year
Cash and cash equivalents — end of year

Cash and cash equivalents include:

Cash
Treasury bills

Interest received

2018

(2,793,338)

2017

(783,324)

201,456 10,961
299,406 (196.514)
6,239,379 4,957,000
(3,000) 339,000
3,943,903 4,327,123
(282,785) 472,617
(424.379) g
3.236.739 4,799,740
29,214,760 25,065,008
(40.011.347) (29.815.105)
(10.796.587) (4.750.097)
5,500,000 4,000,000
(2,059,848) 4,049,643
4,086,884 37,241
2,027.036 1,086,884
28,819 64,520
1.998.217 4,022,364
2.027.036 1,086,884
469,140 230,854

The accompanying notes are an integral part of the financial statements.



The Alberta Lawyers Insurance Exchange

Notes to the Financial Statements
For the year ended December 31, 2018

1 Nature of operations

The Alberta Lawyers Insurance Exchange (the Exchange) is a reciprocal insurance exchange pursuant to the
Province of Alberta’s Insurance Act (the Aet) formed in accordance with a Subscribers Agreement dated May
14, 2014 among the Law Society of Alberta (the Law Society), the Alberta Lawyers Insurance Association
(the Association), and active members of the Law Society in private practice (insured lawyers). The Exchange
underwrites coverage under the Alberta Lawyers’ Professional Liability and Trust Safety Insurance Group
Policy (the Policy). The Exchange commenced operations on July 1, 2014.

The Exchange is licensed in Alberta and regulated by the Superintendent of Insurance of Alberta (the
Superintendent) and subject to the Acf and its regulations. The Exchange is an entity domiciled in Canada and
the address of its registered office is Suite 500, 919 11th Avenue, SW, Calgary, Alberta, T2ZR 1P3.

The financial statements were authorized for issue by the Advisory Board of the Exchange on February 25.
2019.

Professional Liability Insurance

Under the Professional Liability Insurance section (or Part A) of the Policy. insured lawyers have coverage for
claims and potential claims arising from negligent acts. errors or omissions for $1,000,000 per occurrence,
with an annual aggregate limit of $2,000,000 per insured lawyer. The Association pays the first $500,000 of a
professional liability claims and the Exchange pays the next $500.000.

For the 2018 and 2017 policy years (for the period July 1 to June 30 annually), the Exchange and the
Association have obtained stop-loss reinsurance in the amount of $10,000,000 to cover annual aggregate
payments over $26,000,000 to a maximum of $36.000,000.

Trust Safety Insurance

Effective July 1, 2014, the Trust Safety Insurance section (or Part B) of the Policy provides defined insurance
coverage for misappropriation of money or other property entrusted to and received by insured lawyers in their
capacity as barristers and solicitors and in relation to the provision of professional services. For the 2017 and
2016 policy years. there is a $5,000,000 per misappropriation limit and a $25,000,000 profession-wide annual
aggregate limit. This coverage is subject to a $3,000,000 group deductible with the Association paying the first
$500.000 of a misappropriation claim and the Exchange paying the next $2,500,000.

For the 2018 and 2017 policy years, the Exchange and the Association have purchased excess insurance in the
amount of $22.000,000 to cover aggregate payments over $3,000,000.

Claims for trust misappropriation arising before July 1, 2014 are covered under the provisions of the Law
Society’s Assurance Fund.

2 Summary of significant accounting policies

The principal accounting policies applied in the presentation of these financial statements are set out below.
These policies have been consistently applied to the years presented.



The Alberta Lawyers Insurance Exchange

Notes to the Financial Statements
For the year ended December 31, 2018

a) Basis of preparation

These financial statements have been prepared in accordance with the International Financial Reporting
Standards (IFRS) as issued by the International Accounting Standards Board (IASB) and interpretations issued
by IFRS Interpretations Committee (IFRIC). The financial statements have been prepared under the historical
cost convention, except for the valuation of certain financial instruments at fair value through profit and loss.

The statement of financial position is presented on a non-classified basis. Assets expected to be realized and
liabilities expected to be settled within the Exchange's normal operating cycle of one year would typically be
considered as current, including the following balances: cash and cash equivalents, treasury bills included in
investments, prepaid expenses, deferred premium taxes, accrued interest receivable, accounts payable and
accrued liabilities, and unearned premiums.

The following balances are generally comprised of current and non-current amounts: bonds and equity
investments included in investments, and the reserve for claims and related costs. The current and non-current
portions of such balances are disclosed, where applicable, throughout the notes to the financial statements.

b) Use of estimates and judgment

The preparation of the financial statements in conformity with IFRS requires management to make estimates
and assumptions that affect the reported amount of assets and liabilities as at the date of the financial statements
and the reported amounts of revenue and expenses during the reporting periods. Actual results could differ
from these estimates.

Information about judgments, estimates and assumptions that have the most significant effect on the amounts
reflected in the financial statements is included in note 5 — Provision for claims and related costs.

¢) Functional and presentation currency
The financial statements are presented in Canadian dollars, which is also the Exchange’s functional currency.
d) Financial instruments

The Exchange initially measures financial assets and financial liabilities at cost. It subsequently measures its
investments at Fair Value Through Profit or Loss (FVTPL). The financial assets subsequently measured at
amortized cost include cash and cash equivalents, accounts receivable and accrued interest receivable. The
financial liabilities subsequently recorded at amortized cost include accounts payable and accrued liabilities.

The Exchange’s investments consist of equity securities, corporate bonds, provincial government bonds and
federal government bonds. Investments in equity securities which are traded on active markets are recorded at
fair value. The Exchange has elected to record the investments in corporate bonds, provincial government
bonds and federal government bonds at fair value. Changes in fair value of the investments are recorded in the
statement of net and comprehensive income and changes in equity. Investments which are not traded on active
markets are recorded at fair value.

Financial assets are tested for impairment at the end of each reporting year and when there are indications that
the assets may be impaired.

¢) Revenue recognition

Revenue is recognized to the extent that it is probable that the economic benefits will flow to the Exchan
and it can be reliably measured.
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The Alberta Lawyers Insurance Exchange
Notes to the Financial Statements
For the year ended December 31,2018

f) Premium income

The premiums charged to the Association is determined annually prior to July 1%, the commencement of the
policy year. Premium revenue is recorded evenly throughout the policy year as the services are rendered.

g) Investment income

Investment income comprises of interest, dividends, fund distributions, and gains and losses realized on the
disposal of investments. Interest and dividends earned on investments are included as revenue on an accrual
basis.

h) Provision for claims and related costs

The provision for claims and related costs includes provisions for claims incurred but not reported and a
provision for adverse deviation. The provision for claims and related costs represents an estimate of the
ultimate net cost of all amounts related to the settlement of claims incurred prior to the date of the statement
of financial position.

The provision for claims and related costs is based upon the change in the year in the reserve for claims and
related costs. The provision liability is the actuarially determined discounted cost of possible claims and related
costs as at the end of the fiscal year.

The estimates of loss activity are subject to a high level of uncertainty and are derived from a wide range of
possible outcomes. These estimates are continually reviewed as additional information affecting settlement is
obtained.

The Exchange has engaged a third-party actuary to provide an annual valuation of the provision for claims and
related costs in accordance with the standards of practice adopted by the Canadian Institute of Actuaries. For
the purpose of the actuarial valuation, the actuary uses information contained in the Exchange’s financial
records.

i) Premium ceded

The Exchange enters into reinsurance contracts with coverage in excess of certain maximum amounts:
Estimates of any amounts recoverable from reinsurers on unpaid claims will be recorded separately from other
estimated amounts payable. Amounts recoverable from reinsurers are estimated in a manner consistent with
the liabilities associated with the reinsurance policy.

Ceded reinsurance arrangements do not relieve the Exchange from its obligations to policyholders.

Reinsurance assets and liabilities are derecognized when the contractual rights are extinguished or expire, or
when the contract is transferred to another party.

As of December 31, 2018, no reinsurance assets have been recorded (2017 — NIL).
J) Recoveries

Recoveries for claims and related costs from insurers and other third parties are recorded when they can be
reasonably estimated and collectability is reasonably assured. Otherwise, the recovery is recorded when
received.



The Alberta Lawyers Insurance Exchange
Notes to the Financial Statements
For the year ended December 31, 2018

k) Cash and cash equivalents

Cash includes cash on deposit with banks and other highly liquid short-term investment comprised of treasury
bills with an original term to maturity of three months or less.

1) Donated services

A portion of the Exchange’s work is dependent on the services of volunteers, in particular the significant
contribution of members of the Advisory Board and committees of the Advisory Board. These services are not
normally purchased by the Exchange and, due to the difficulty in determining their fair value, donated services
are not recognized in these financial statements.

m) Unearned premiums

[nsurance premiums for each fiscal year are billed in advance and recognized as revenue on a monthly basis
during the fiscal year. Unearned premiums represent the portion of premiums remaining to be earned at the
reporting date.

n) Income taxes

As areciprocal insurance exchange under the 4ct, the Exchange is not subject to income taxes under the /ncome
Tax Act. Accordingly, no provision for income taxes has been made in these financial statements.

0) Insurance contracts

Contracts entered into by the Exchange meet the definition of an insurance contract and are accounted for in
accordance with IFRS 4, Insurance Contracts (IFRS 4). Insurance contracts are those contracts where the
Exchange has accepted significant insurance risk. A contract is considered to have significant insurance risk
if, and only if, an insured event could cause an insurer to make significant additional payments in any scenario
at the inception of the contract.

Once a contract has been classified as an insurance contract, it remains an insurance contract for the remainder
of its lifetime, even if the insurance risk reduces significantly during this reporting vear. unless all rights and
obligations are extinguished or expire.

p) Accounting standards effective January 1, 2018
Revenue from Contracts with Customers (IFRS 15)

IFRS 15 is a new standard on revenue recognition, superseding International Accounting Standard (IAS) 18,
IAS 11, and related interpretations. It contains principles that an entity will apply to determine the measurement
of revenue and timing of when it is recognized. The standard was effective for annual periods beginning on or
after January 1, 2018. Management has determined that the standard does not have a material impact on the
financial statements of the Exchange.

q) New accounting standards issued but not yet adopted

IFRS 9 Financial Instruments (IFRS 9)

IFRS 9 includes a third measurement category for financial assets — fair value through other comprehensive
income and a single, forward-looking expected loss impairment model. IFRS 7 was amended to require
additional disclosures on transitions to IFRS 9. This standard is effective for annual periods beginning on or



The Alberta Lawyers Insurance Exchange

Notes to the Financial Statements
For the year ended December 31, 2018

after January 1, 2018 (potential to defer to align with IFRS 17) and is to be adopted retrospectively. The
Exchange believes it meets the criteria to defer IFRS 9 and is currently assessing the impact of this standard
on the Exchange. Further details on the Exchange’s application of IFRS 9 are noted below.

IFRS Insurance Contracts (IFRS 4)

On September 12, 2016, the IASB published an amendment to IFRS 4 Insurance Contracts. This addresses the
concerns of insurance companies about the different effective dates of IFRS 9 Financial Instruments, and the
forthcoming new insurance contracts standard. The amendment to IFRS 4 provides two different solutions for
insurance companies: the “deferral approach™ which is a temporary exemption from IFRS 9 for entities that
meet specific requirements (applied at the reporting entity level); and the “overlay approach”. The standard is
effective for annual periods beginning on or after January 1, 2021. Management believes it meets the criteria
to defer IFRS 9 and is currently assessing the impact of this standards on the Exchange.

IFRS 17 Insurance Contracts (IFRS 17)

On May 18,2017, the IASB published the standard IFRS 17 Insurance Contracts which replaces the provisions
of IFRS 4. The standard has an objective to ensure that an entity provides relevant information that faithfully
represents those contracts and gives a basis for users of the financial statements to assess the effect that
insurance contracts have on the financial position, income statement and cash flow statements. The standard
establishes the principles for recognition, measurement, presentation and disclosure and defines a general
model and a variable fee approach applicable to all insurance contracts and reinsurance contracts to measure
the insurance contract liabilities and a specific model for contracts of one year or less. The standard is effective
for annual periods beginning on or after January 1, 2021 and is to be adopted retrospectively. As of November
14, 2018, IASB has tentatively decided to defer it to annual periods beginning on or after January 1, 2022.
Management is assessing the impact of this standard on the Exchange and is expected to be significant.

3 Investments

The Exchange’s investments are governed by a Statement of Investment Policies and Goals as approved by
the Advisory Board and managed under contract with an external investment manager. The Exchange’s
investments are carried at fair market value and the statement of net and comprehensive income and changes
in equity reports both realized and unrealized gains and losses on investments. The Exchange’s investments
consist of treasury bills, bonds and equity investments.

Investments are as follows:

2018 2017
S S

Bonds
Corporate 9.059.616 5,352,069
Provincial government 6,244,910 3,804,841
Federal government 7.357.960 4,361,186
22,662,486 13,518,096
T-Bills 1,723,625 3.335,691
Equities 6.738.453 3.975.052
31,124,564 20.828.839




The Alberta Lawyers Insurance Exchange
Notes to the Financial Statements

For the year ended December 31, 2018

4

N

Contributed capital

Prior to the commencement of operations on July 1, 2014, the Association contributed $5.000,000 to the
Exchange which has been recorded as contributed capital. The Association contributed an additional

$5,500,000 in 2018 (2017 - $4,000.000).

Provision for claims and related costs

The change in the Professional liability provision for claims and related costs is summarized as follows:

Provision for claims and related costs, Professional liability —
beginning of year

Claims paid and accrued
Increase due to claims experience

Provision for claims and related costs, Professional liability —
end of year

Case reserve
Provision for adverse deviation

Provision for incurred but unreported claims

Provision for claims and related costs — Professional liability

The change in the Trust safety provision for claims and related costs is summarized as follows:

Provision for claims and related costs, Trust safety — beginning
of year

Increase due to claims experience

Provision for claims and related costs, Trust safety — end of
year

Provision for adverse deviation
Provision for incurred but unreported claims

Provision for claims and related costs — Professional liability

2018 2017
S S
12,616,000 7,659,000
(424,379) -
6,239,379 4,957,000
18.431,000 12,616,000
8.972.000 4,337,000
2,744,000 1.832.000
6,715,000 6,447,000
18.431.000 12,616,000
2018 2017
S $
717,000 378.000
(3.000) 339.000
714,000 717.000
109,000 107.000
605.000 610,000
714,000 717,000

Included in the Provision for claims and related costs in the statement of net and comprehensive income and
changes in equity is the increase due to claims experience of $6.239.379 for Professional liability (2017 -

$4.957.000) and ($3.000) for Trust Safety (2017 - $339,000).



The Alberta Lawyers Insurance Exchange
Notes to the Financial Statements
For the year ended December 31, 2018

The discount rate applied by the actuary at December 31, 2018 is 2.20% (2017 - 1.65%). which is based on the
expected market yield of the Exchange’s investment portfolio. The undiscounted provision balance at

Safety (2017 - $664.000).

Actuarial analysis

The process of determining actuarial liabilities necessarily involves the risk that actual results may vary from
assumed results. The risk varies in proportion to the length of period covered by each assumption and the

potential volatility of the actual results.

The provision for incurred but not reported claims has been estimated for the year using actuarial methods and
is based on expected claims development patterns and expected losses.

Sensitivity analysis
The sensitivity analysis below is based on a change in assumption while holding all other conditions constant.

In practice, this is unlikely to occur, and changes in some of the assumptions may be correlated. The table
below provides the impact on net income of the most significant assumption changes.

Assumption Income impact Income impact
2018 2017

$ S

10% increase in incurred but not reported claims (1,017,000) (900,000)
10% decrease in incurred but not reported claims 1,017,000 900,000
1% increase in discount rate impact on claims provision 695,000 518.000
1% decrease in discount rate impact on claims provision (745,000) (556,000)
1% increase in interest rate impact on bond values (1,611,000) (987,000)
1% decrease in interest rate impact on bond values 1.611.000 987,000

Related party transactions

During the vear the Exchange paid the Association $472.600 (2017 - $308,000) for management fees. The
Association provides and performs certain management, claims management and administrative duties and
services to the Exchange as outlined within a Management Agreement. The Association paid the Exchange
$4.184.000 (2017 - $5,420,000) for insurance premiums of which $2,092,000 was recorded as income during
the year with the balance of $2,092,000 recorded as unearned premiums.

The Exchange is governed by the Advisorv Board whose members include lawyers drawn from law firms
across the province. These law firms may at times be engaged by the Exchange in the normal course of
business. During the year expenses of $20,806 were incurred with these law firms (2017 - $58,198). The
Advisory Board members are not involved in retaining these firms.

All related party transactions occurred in the normal course of operations and have been measured at the agreed
to exchange amount, which is the amount of consideration established and agreed to by the related parties.



The Alberta Lawyers Insurance Exchange
Notes to the Financial Statements
For the yvear ended December 31, 2018
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Financial instruments

The Exchange recognizes financial instruments at fair value upon initial recognition, plus transaction costs in
the case of financial instruments measured at amortized cost. Financial assets are derecognized when the rights
to receive cash flows from the assets have expired or have been transferred and the Exchange has transferred
substantially all risks and rewards of ownership. Financial liabilities are derecognized when the obligation is
discharged, cancelled, or has expired.

The Exchange’s investments are classified as held for trading or designated at Fair Value Through Profit or
Loss (FVTPL) at inception. A financial asset or financial liability is classified as held for trading if it is acquired
or incurred principally for the purpose of selling or repurchasing in the short term; or if, on initial recognition,
it is part of a portfolio of identifiable financial investments that are managed together and for which there is
evidence of a recent actual pattern of short-term profit taking.

Gains and losses arising from changes in the fair value of FVTPL financial instruments are presented in the
statement of net and comprehensive income and changes in equity as unrealized (loss) gain on fair market
value of investments in the year in which they arise.

All other financial assets and liabilities are measured at amortized cost. Under this method, financial assets and
liabilities reflect the amount required to be received or paid, discounted, when appropriate, at the contract’s
effective interest rate.

Fair value hierarchy

A fair value hierarchy is presented below that distinguishes the significance and objectivity of the inputs used
in determining the fair value measurements of financial instruments. The hierarchy contains the following
levels based on the nature of the pricing inputs:

Level 1 — Inputs that reflect unadjusted quoted prices in active markets for identical assets or liabilities that are
publicly available at the measurement date.

Level 2 — Inputs other than quoted prices that are observable for the assets or liabilities either directly or
indirectly, including inputs in markets that are not considered to be active.

Level 3 — Inputs that are largely unobservable. Fair value requires significant management estimate and
judgment.

The following table illustrates the fair value classification of the Exchange’s financial instruments within the
fair value hierarchy.

As at December 31, 2018:

Estimated fair value (2018) Estimated fair value (2017)
Level 1 Level 2 Total Level 1 Level 2 Total
$ ) S 5 S $
T-Bills 1,723,625 - 1,723,625 3.335.691 - 3,335,691
Bonds 22,662,486 - 22,662,486 13,518,096 - 13.518.096
Equities - 06,738,453 6,738.453 - 3,975,052 3,975,052
Total Investments 24.386.111 6,738,433 31,124,564 16,853,787  3.975,052  20,828.839




The Alberta Lawyers Insurance Exchange

Notes to the Financial Statements
For the year ended December 31, 2018

Equities classified as Level 2 are invested in pooled funds, the underlying assets of which are traded in active
markets. The pooled funds are valued based on the net asset value per share of the pooled fund.

The Exchange did not have any transfers between levels and there were no level 3 investments as at December
31, 2018 and December 31, 2017.

8 Reinsurance

The Association and the Exchange have entered into stop loss reinsurance and excess insurance contracts as
described in Note 1.

As of December 31, 2018, there were no claims above the Exchange’s Professional Liability and Trust Safety
coverage of $26,000,000 and $3,000,000 respectively and no claims above these levels considered to be
incurred but not reported as determined by the appointed actuary (2017 - $nil). As such. no assets for
reinsurance or excess insurance contracts have been recognized in the statement of financial position.

9 Insurance and financial risk management

In the normal course of business, the Association enters into contracts that transfer insurance risk or financial
risk or both. The Exchange monitors and manages these risks through internal risk reports which analyze
exposures by degree and magnitude of risk.

Insurance risk

The insurance risk under any one insurance contract is the possibility that the insured event occurs and the
uncertainty of the amount of the resulting claim. By the very nature of an insurance contract, this risk is random
and therefore unpredictable. The key risk related to insurance is that the actual claim payment amounts or
timing are different from expectations.

The Exchange manages insurance risk rating within an overall risk management framework that includes a
focus on rating. use of reinsurance and surplus management. Reinsurance is purchased to mitigate the effect
of potential loss to the Exchange from individual large events. Reinsurance policies are written with reinsurers
who meet the Exchange’s standards for financial strength. Reinsurers and reinsurer security are monitored on
a continuous basis.

Financial risk

The Exchange is exposed to a range of financial risks. The key financial risk is that in the long term its
investment proceeds are not sufficient to fund the obligations arising from its insurance contracts. The most
important components of this financial risk are market risk, credit risk and liquidity risk.

Market risk

Market risk is the risk that the fair value of financial instruments will fluctuate due to changes in market prices.

The Exchange separates market risk into three categories: foreign exchange risk, price risk, and interest rate
risk.

9
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Foreign exchange risk

Foreign exchange risk arises from the possibility that changes in the price of foreign currencies will result in
losses. The Exchange holds assets and liabilities, including cash and investments, in Canadian dollars.

Price risk

General economic conditions affect the market value of equity investments and currency exchange rates impact
the market value of the investments denominated in currencies other than the Canadian dollar. The risk is
mitigated by engaging an investment manager for the long-term portfolio investments and by investing other
funds in short term fixed rate products with high credit ratings. The Exchange’s investment policy specifies
limits to the exposure to equities.

A 10% increase in the market value of equities would result in an increase in net and comprehensive income
for the year ended December 31, 2018 of $673,845 (2017 - $397,505). A 10% decrease in the market value of
equities would result in a decrease in net and comprehensive income for the year ended December 31, 2018 of
$673.845 (2017 - $397.505).

Interest rate risk

Interest rate risk is the risk of financial loss arising from changes in interest rates. Fluctuations in interest rates
will impact the market value of the fixed income portion of the investment portfolio. The Exchange is exposed
to interest rate risk if the cash flows from investments are not matched to the liabilities they support. The
Exchange manages the interest rate risk on fixed income bonds by engaging an investment manager who
operates subject to investment parameters designed to mitigate this risk.

An interest rate sensitivity analysis is provided in Note 5.
Credit risk

Credit risk is the risk that a counterparty will be unable to pay amounts in full when due. The Exchange’s
financial assets exposed to credit risk consist of cash and cash equivalents, investments in bonds and accrued
interest receivable. The maximum exposure of the Exchange to credit risk is the carrying amount of these
financial instruments as presented in the statement of financial position.

The Exchange manages credit risk by maintaining bank accounts with reputable financial institutions, only
investing in securities that are highly rated and traded in active markets and by placing limits on its exposure
to a single counterparty.

The credit quality of the Exchange’s investment in bonds is described in the following table:

Securities: 2018 2017
S $

Bonds — AAA rating 9,170,196 5.461.,541
Bonds — AA rating 4,686,385 3,829,446
Bonds — A rating 6,014,275 2.513,137
Bonds — BBB rating 2,791,630 1,713,972
22.662,4806 13,518,096
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Liquidity risk

Liquidity risk is the risk the Exchange will be unable to meet its obligations when they fall due, or that it may
be required to settle its obligations on terms that are disadvantageous. The Exchange engages an investment
manager to administer the investments it plans to hold for a long period of time. These investments are subject
to liquidity risk if the Exchange is required to sell at a time the market for these investments is unfavourable

or the investments are illiquid.

The maturity dates and interest rate ranges are as follows:

Maturity dates (from balance sheet date)

Within five years
Greater than five years but less than ten years
Greater than ten years

2018
Interest rate Market
range Value
$
1.50-3.94% 6.563.418
1.00-3.35% 13,524,021
3.45% 2,575,047
22.662.486

2017

Interest rate
Range

1.968-2.621%

1.00-3.94%
3.45%

Market
value
$

S

2,738.911

1.613.952

13.518.096

The following tables present a comparison of the estimated maturities of the assets and liabilities of

the Exchange as at December 31, 2018:

Less than 1 From1to5 Over$5 No specific
Terms to maturity of assets year years years maturity Total
Cash and cash equivalents 2.027.036 - - - 2027036
Investments 1723625 6563418 16,099,068 6,738.453 31,124,564
Accrued interest receivable 101,209 - - - 101,209
Prepaid expenses 167,885 - - - 167.885
Deferred premium tax - - - - -
Total 4,019,755 6563418  16,099.068 6,738453 33,420,694

Less than 1 From1to5 Overs No specific

Terms to maturity of liabilities and equity year years years maturity Total
Accounts payable and accrued liabilities 240,925 - - - 240,925
Unearned premiums 2,092,000 - - - 2,092,000
Premium deficiency 351,000 - - - 351,000
Claims liabilities - Professional liability 2.931,000 10,472,000 5,028,000 - 18,431,000
Claims liabilities - Trust safety 48,000 410,000 256,000 - 714,000
Equity - - - 11,591,769 11,591,769
Total 5662925  10.882.,000 5,284,000 11,591,769 33,420,694
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Premium deficiency

The premium deficiency represents the difference between the projected costs of the program from January 1,
2019 to June 30, 2019 and unearned premiums recorded at December 31, 2018 as determined by the actuary.
The premium deficiency does not include offsetting investment income that will accrue to the Exchange from
January 1, 2019 to June 30, 2019. The premium deficiency at December 31, 2018 was $351,000 (2017 - NIL).

Equity management

As at December 31, 2018 the Exchange’s equity was $11,591,769 (2017 - $8.885.107). The Exchange’s
objectives for managing the equity are for the prudent operation of the reciprocal and to provide relatively
stable premium costs for insured lawyers over time.

Under the requirements of Section 99 and 100 of the Acr, the Exchange must maintain, as a reserve fund, a
sum of cash or approved securities equal to at least 30% of the subscribers” annual premiums. In addition, the
Exchange is required to maintain in a guarantee fund a sum of cash or approved securities of at least $50,000
plus the sum of all liabilities excluding unearned premiums. As per section 101 if, at any time, the reserve fund
or the guarantee fund is less than the required amount, the parties to the Subscribers Agreement as outlined in
Note | are required to make up the deficiency.

The total reserve and guarantee funds required are as follows:

2018 2017
S S

Reserve fund
Premiums written 4,184,000 5,420,000
Less: Amount paid to licensed reinsurers (321,772) (276.700)
Subtotal 3,862,228 5,143,300
50% 50%
Reserve fund required reserve 1.931.114 2.571.650
Guarantee fund required reserve 19,786,925 13,681,348
Cash and marketable securities required 21.718.039 16,252,998
Cash and marketable securities maintained 33.151.600 24,915,723
Cash and marketable securities maintained in excess of required amounts 11,433.561 8.662.725

The Superintendent of Insurance also expects reciprocals to meet a Minimum Capital Test (MCT) ratio of
capital available to capital required of at least 210%. As of December 31, 2018, the Exchange’s MCT was
215% (2017 — 247%).



