Group life reporting 2016:
transparency report

finma

Eidgenossische Finanzmarktaufsicht FINMA

Autorité fédérale de surveillance des marchés financiers FINMA
Autorita federale di vigilanza sui mercati finanziari FINMA
Swiss Financial Market Supervisory Authority FINMA




Foreword

The abridged English version of this report contains ~ Since the glossary entries for each language version
the key points and the glossary. The full version of  are in alphabetical order, the figures included in each
the report is available in German and French at version of the glossary may be numbered differently.


https://www.finma.ch/en/documentation/finma-publications/reports/insurance-reports/
https://www.finma.ch/en/documentation/finma-publications/reports/insurance-reports/

Contents

4 KEY POINTS

APPENDIX

14 Glossary

Contents W

FINMA | Group life reporting 2016: transparency report



Key points

Occupational pension schemes: the role

of private life insurers

Occupational pension schemes are managed and
safeguarded by occupational pension institutions
which are legally autonomous and subject to the
Swiss Federal Act on Occupational Retirement, Sur-
vivors’ and Disability Pension Plans (OPA).

Private life insurers who take on the risks and capi-
tal management responsibilities of occupational pen-
sion institutions in full or in part (group life insurers)
are subject to the .
They assume part or all of the risk coverage and cap-
ital management from occupational pension institu-
tions by reinsuring and providing full or partial cov-
erage of the risks which the latter cannot or do not
want to assume. These group life insurers manage
approximately one fifth of all pension assets total-
ling CHF 983 billion, insure almost half of the 4.07
million active insured persons, serve around one fifth
of the 1.09 million pensioners and satisfy small and
medium-sized enterprise (SME) demand for full cov-
erage insurance solutions." In doing so, group life in-
surers play an important role in the occupational
pension system.

Group life insurers operate in a strictly regulated area
of social insurance. In this context, FINMA is man-
dated to ensure that the assets entrusted to them
for occupational pensions are secure. Guaranteed
insurance obligations are comprehensively covered
by separate tied assets which are subject to strict in-
vestment requirements in terms of quality, risk diver-
sification, permitted asset classes, risk management
and administration.

Group life reporting and minimum ratio

The group life reporting prepared by life insurers
active in the occupational pensions sector focuses
solely on this part of their business and does not in-
clude other lines of business.

Group life reporting comprises the balance sheet
items, income statement items, a technical break-
down, statistics and other information. The techni-
cal breakdown splits the income, expenses and gross
result across three processes: the savings process,
the risk process and the cost process. The technical
breakdown delivers increased transparency concern-
ing income and expenses in occupational pensions,
particularly regarding compliance with the rules on
calculating and distributing the surplus.

The income and expenses for the three processes are
set out in Figure 1. The gross result is broken down
into the positive overall balance (which is allocated
to the insured occupational pension institutions and
their insured persons) and the collective life insurers’
share. The minimum ratio is the share which must
be allocated by law to the community of insured per-
sons. The Federal Council has ruled that 90% of in-
come —i.e. at least 90% of premium income (exclud-
ing savings premiums) and investment income — must
normally be allocated to the community of insured
persons ( ). Savings premiums are cred-
ited in their entirety to the insured persons.

" Allianz Life Insurance, AXA Life Insurance, Basler Life Insurance,
Helvetia Life Insurance, PAX and Swiss Life still offer full coverage
insurance (as at 2016).


https://www.admin.ch/opc/de/classified-compilation/20022427/201507010000/961.01.pdf
https://www.admin.ch/opc/de/classified-compilation/20051132/index.html#a147

Distribution of the gross result from group life business: at least 90% of the income
goes to the community of insured persons and at most 10% to the life insurers (Figure 1)

Income 7,057

Savings process Risk process

Income from investments Premium income for death

4,357 and disability insurance
2,027

Gross profit 2,146

Expenses 4,911 |

Savings process Risk process Cost Positive aggregate
Interest on pension assets Death and process balance 1,628
Processing of occupational and survivors’ pensions disability benefits Distribu-
021 :ggw;[: iiltrrative :g:i(e- pienatn=ninolol
powe ting actuarial reserves
! 1,480

1,192 services,
adminis-
tration
692

Payout ratio, minimum of 90% of income; aggregate figure for 2016, 92.7% of income \_'_‘

Maximum of 10% of income
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Income, expenses and result 2007-2016 (Figure 2)

Savings process

Income 4,767 5,186 5351 4951 5213 4,170 4,135 4,223 915 4,217
Expenses 3,271 3,329 3,354 2,798 3,012 3,183 3,076 3,003 3,498 3,391
Result 1,496 1,857 1,997 2,152 2,201 987 1,059 1,221 -2,583 826
Risk process
Income 2,528 2,594 2,624 2,621 2,723 2,778 2,898 2,900 3,047 3,129
Expenses 1452 1,418 1,395 1429 1,403 1,375 1,502 1464 1298 1,529
Result 1,076 1,176 1,229 1,192 1,320 1,404 1,396 1,436 1,748 1,600
Cost process
Income 754 757 744 729 730 751 765 731 754 790
Expenses 757 797 824 823 840 840 894 928 923 976
Result -3 -40 -80 -94  -110 -89  -129 -196  -169  -186
Summary of the three results
Savings process result 1,496 1,857 1,997 2,152 2,201 987 1,059 1,221 -2,583 826
Risk process result 1,076 1,176 1,229 1,192 1,320 1,404 1,396 1,436 1,748 1,600
Cost process result -3 -40 -80 -94  -110 -89 129  -196 -169  -186
Gross result (group life reporting) 2,569 2,994 3,146 3,250 3,411 2301 2,326 2,460 -1,003 2,240
Strengthening technical reserves? -1,592 -1,847 -1,651 -1,797 -1,978 -738 -948 -890 532 -290
Net result 977 1,147 1,494 1,453 1,433 1563 1,378 1,570  -471 1,950
Breakdown of the net result
Assignment to surplus fund 375 509 808 775 772 935 764 940 434 1,257
Operating result® 602 638 686 678 661 628 614 630  -904 693
Net result 977 1,147 1,494 1,453 1,433 1563 1,378 1,570  -471 1,950

2 Strengthening actuarial reserves minus release from strengthening of technical reserves.
Y The operating result corresponds to the life insurer’s share of the net result.

Income, expenses and result for 2016: sharp fall
in investment income

2016 is the twelfth consecutive year in which private
life insurers have accounted for their occupational pen-
sion schemes activity in their group life reporting. The
key focus of business in the year under review was on
financial stability and on ensuring that insurers are
able to meet their commitments in the long term.

Following the difficulties encountered in 2008, they
have reported an overall positive result for the eighth
consecutive time. Figure 2 shows the results of the
three processes: the savings process, the risk process
and the cost process. These give an aggregate gross
result of CHF 2,569 million, representing a year-on-
year fall of CHF 425 million. This is due to poorer re-
sults from both the savings and the risk processes.



Life insurers strengthened their technical provisions
by an aggregate sum of CHF 1,592 million (2015:
CHF 1,847 million). This gives a net result of CHF 977
million, of which CHF 375 million goes to the surplus
fund, leaving an operating result of CHF 602 million.

Falling profits in the savings process are offset by
continuing positive results from the risk process. In
particular, the result from the savings process was
insufficient to finance the necessary strengthening
of actuarial reserves for old-age and survivors’ pen-
sions (savings process and risk process).

For this reason, life insurers scaled back their growth

in the full coverage insurance sector and concentrated
instead on reinsuring the risks of death and disability.

Payout ratios since 2005 (Figure 3)

Payout ratio for 2016

For group insurance contracts with a statutory min-
imum ratio, the aggregated payout ratio in 2016 was
92.7% and therefore remained at a stable level above
the statutory minimum of 90%.

An aggregate sum of CHF 375 million (2015: CHF
509 million) went to the surplus fund for the bene-
fit of insured occupational pension institutions and
the persons they insure. The reduction compared
with last year is due primarily to the decline in the
results from the savings and risk processes.

Life insurers active in the occupational pension
scheme sector reported an aggregate annual result
before tax of CHF 602 million for 2016 (2015: CHF
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638 million) in their occupational pension business.
The annual result from the occupational pension busi-
ness is incorporated in the enterprise result; a deci-
sion on the appropriation of the result is then made
at corporate level.

Savings process burdened by the need to
strengthen actuarial reserves for annuities

The savings process produced positive results for life
insurers in 2016, with revenues minus expenses yield-

ing CHF 1,496 million (2015: CHF 1,857 million). How-
ever, it was necessary to reserve CHF 1,629 million
(2015: CHF 1,847 million) to strengthen the actuarial
reserves for old-age and survivors' pensions and to
close coverage gaps in the case of pension conver-
sions. Due to these additional requirements for pen-
sion payments, active insured persons, who account
for 57% of the insurance obligations, were left with
less than 30% of the return on pension assets.

Aggregate assets, net book yield and net performance of group life insurers, 2005-2016

(Figure 4)
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At 2.62%, the net return on investments (book yield)
was slightly lower than in previous years. Between
2005 and 2016, the average return was 2.96% (2015:
2.99%). Taking account of the changes in the value
of the investments, performance stood at 3.3% after
1.9% in 2015, following the high figure of 8.6% post-
ed in 2014. Such substantial fluctuations show how
exposed insurers providing full coverage insurance
are to investment risks. FINMA’s main task here is
thus to focus on identifying major risks, monitor con-
trol mechanisms and, where necessary, require ad-
ditional security measures to be taken for which it
uses a range of supervisory tools; most importantly,
investments made by group life insurers may not in-
volve uncovered risks which would jeopardise the
long-term fulfilment of obligations arising from in-
surance policies.

The high proportion of fixed-interest securities (78 %)
is indicative of the types of investment made. As
returns on new investments have gone down con-
siderably since 2010, it is becoming ever more diffi-
cult, when reinvesting pension scheme assets, to fi-
nance the statutory prescribed interest guarantees
on retirement assets (minimum interest rate), as well
as on the actuarial reserve (previously referred to as
guaranteed pension conversion rates) with low-risk
investments in the capital market.

The longer this situation persists, the more pressing
these challenges will be for life insurers and for the
occupational pensions system in general.

In the year under review, asset management costs
rose by 35 basis points from 0.210% in 2015 to
0.245% of the market value of the investments.
This reflects an increase in costs of CHF 86 million
to CHF 495 million in 2016. Most of the increase can
be attributed to a single group life insurer.

Risk process: relatively stable results

for death and disability risks

The risk process once again showed a positive result
relative to the previous year owing to the small drop
in claims expenses linked to slightly discounted risk
premiums. Over the years, the reduction in claims
expenses has been passed on to the insured per-
sons in the form of reduced premiums. Life insur-
ers used the majority of the aggregate earnings to-
talling CHF 1,076 million to strengthen technical
provisions and to distribute surplus participations
to the insured persons. The remainder, i.e. the op-
erating earnings, is used by group life insurers to
build up equity capital and further compensate the
equity capital providers.

In 2016, the risk process will be used for the first
time to finance the strengthening of reserves in the
savings process.
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Premiums and total expenses in the risk process,

2005-2016 (Figure 5)
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Cost process virtually in balance

For the first time, the results for the cost process
aggregated over the group life insurers were almost
balanced in 2016. While in 2008 life insurers reported

a cumulative cost deficit of CHF 168 million, this defi-
cit in 2016 fell to just CHF 3 million (2015: CHF 40

million; 2014: CHF 80 million), parallel to an increase

of 11.8% in the pool of insured persons. The report-
ed operating costs per capita for 2016 were reduced

even further than in previous years to CHF 314 (2015:

CHF 337).

2012 2013 2014 2015 2016

As management costs for active insured persons,
pensioners’ collectives and vested benefits policies
can be different, FINMA has divided up the operat-
ing costs since 2012 according to cost unit. For 2016,
the per capita values were:

Active insured persons CHF 400
Pensioners CHF 425
Vested benefits policies CHF 70



However, per capita costs differ considerably for each
life insurer, with reported management costs per
capita varying substantially depending on the life in-
surer’s business model.

Distribution and advisory costs totalling CHF 232 mil-
lion can be broken down as follows:

Broker commission CHF 106m
In-house sales force commission CHF 80m
Other acquisition costs CHF 46m

The breakdown of distribution and advisory service
costs — data which FINMA has been collecting since
2013 - has shown that group life insurers generally
use internal and external distribution channels, al-
though to varying degrees. On average, group life
insurers spend 26% of their costs on distribution,
advisory services, marketing and advertising, and
74% on management, claims processing and services
performed, as illustrated in Figure 6.

In 2016, distribution and advisory service costs fell to
CHF 126 for each active insured person. They account-
ed for less than 1% of the gross premium volume gen-
erated in 2016.

The decline in distribution and advisory costs is due
to reductions in commission paid to in-house sales
forces.

Technical provisions: significance and function

All life insurers must ensure that they have technical
provisions which are sufficient to meet the commit-
ments they have entered into ( ). The pro-

visions consist of retirement assets, actuarial reserves
for current pensions, and further provisions allocat-
ed to the insured persons. Insufficient technical pro-
visions must be strengthened. The extra funds add-
ed to provisions must be such that obligations aris-
ing from insurance contracts can be met over the
long term. This requirement offers the most sustain-
able protection to insured persons and underpins
confidence in the insurance benefits offered by the
Pillar 2 pension system under the Insurance Super-
vision Act (ISA). One of FINMA's core responsibilities
is to ensure that this requirement is always met.

If technical provisions are not sufficient, they must
be strengthened in line with the insurer's approved
business plan, using results from the three process-
es. Risk pooling across the processes is fundamen-
tally important to any insurance activity. It enables
insurers to assign funds to areas in which there is risk
exposure. Group life insurers must review their tech-
nical provisions at least once a year to confirm that
they have been correctly calculated in actuarial terms
and that they are sufficient to meet the insurers’ con-
tractual obligations in a sustainable, permanent and
secure way. Assignments may only be made to the
surplus fund once the technical provisions have been
adequately covered.

Technical provisions: falling interest rates
have necessitated strengthening measures
Actuarial reserves for annuities and other technical
provisions (with the exception of retirement assets)
were valued based on current biometric bases and
valuation interest rates, which on average stood at
1.43% at the end of 2016 (2015: 1.6%).

1"
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Breakdown of distribution and advisory services costs, 2016 (Figure 6)
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In 2016, retirement assets rose by almost CHF 2 bil-
lion, giving a year-end total of CHF 100 billion. The
interest rate for mandatory pension was 1.25%,
while on average that for supplementary pension
was 0.79% (2015: 1.03%). Participation in the sur-
plus generated must also be included.

Actuarial reserves for current old-age and survivors’
pensions have risen substantially (by 8.1%) for the
eighth consecutive year and now total CHF 43.1 bil-
lion. Part of this increase can be attributed to the
fact that group life insurers are required to strength-
en their actuarial reserves as a result of increased life
expectancy and the drop in the level of interest rates.
This affects current pension benefits, as well as any
losses from future conversions into pension owing
to conversion rates being too high.

The surplus fund: function and trends

A surplus fund is an actuarial balance sheet item to
free up surplus dividends for occupational pension
institutions and their insured persons. In 2015, they
were allocated a total of CHF 673 million, i.e. 50%
of the assets accumulated in various surplus funds.
This shows that the surpluses generated in one year
were passed on rapidly to those insured. An alloca-
tion of CHF 556 million to insured occupational pen-
sion institutions and their insured persons is planned
for 2017. This substantially exceeds the assignment
of CHF 375 million.

Transparency facilitates market comparison
Transparency achieved through the disclosure report
produces a positive effect. Key indicators (e.g. for
costs, dividend policy and investments) highlight the
strengths and weaknesses of market participants and
make it possible to compare competing companies.
This is all to the advantage of companies looking for
retirement fund cover with private life insurers, and
to their employees. Nonetheless, the limited offer-
ings available from group life insurers mean that
many occupational pension institutions find it diffi-
cult to switch provider or even find a full-value in-
surance solution at all. Practically all group life in-
surers have cut back on writing new business; in
some cases, pools are being actively reduced. In 2016,
this was also made clear by the market premium vol-
ume, which fell for the first time since 2009 (2016:
CHF 23.3 billion; 2015: CHF 24.8 billion; 2014:
CHF 24.7 billion; 2013: CHF 24.3 billion; 2012:
CHF 22.5 billion). Insurers are not looking to take on
new business, presumably because the risk-to-return
ratio is not attractive for investors.

13
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Glossary

Acquisition costs
These are the costs involved in selling pension plan-
ning solutions and providing advisory services.

Actuarial reserves

Actuarial reserves quantify the individually calculated
contractual obligations of life insurers towards in-
sured persons. The calculation is based on biometric
data such as mortality rates (mortality tables) and
the technical interest rate. Trends in the biometric
data of a community of insured persons and in mar-
ket interest rates may lead to a situation in which
the reserve becomes inadequate, in which case the
actuarial reserves must be strengthened (strength-
ening the actuarial reserves).

When a group life insurance contract is terminated
or employment ends prior to retirement, the actuar-
ial reserves, calculated in accordance with the
revolving-door rule, are surrendered. When retire-
ment assets are converted into a pension, the statu-
tory conversion rate (OPA Art. 14) is applied to the
mandatory portion, while the conversion rate ap-
proved by FINMA which is set out in the business plan
is applied to the supplementary portion. The techni-
cal provisions for annuities are calculated so that they
are sufficient to finance pensions (FINMA Circular
2008/43, margin no. 5 ff.).

Actuarial reserves for annuities
See Actuarial reserves.

Actuary responsible
Insurance enterprises supervised by FINMA must ap-
point an actuary responsible. This person ensures

Aggregate (aggregation)

This refers to the total number of life insurers who
provide occupational pension schemes. “Aggrega-
tion” is the term used for the total sum.

Annualised

The annual income from investments as a percent-
age of the invested capital is referred to as the “re-
turn”. If the return is measured over a number of
years (e.g. seven years), the annualised return is the
average return for the seven years. The geometric
mean is used in this case. The formula for the annu-
alised return over seven years (e.g. 2006 to 2012) is:

7 1
]_[ (1+1) 71, r, = return generated in year i
i=1

Antiselection

This refers to the risk of occupational pension institu-
tions or insured persons choosing options which dis-
advantage the community of all insured persons;
another issue is that the risk situation may not have
been fully captured during the assessment phase
before the contract was concluded. Life insurers may
therefore find themselves being confronted with bene-
fit claims which were not covered in the premium
volume agreed.

Asset categories

In the savings process, life insurers invest the insured
persons’ money in capital and property markets. The
following asset categories are set out in the full re-
port:

— Fixed-income securities

that the insurance enterprise forms sufficient tech- — Loans to private and public entities

nical provisions, uses appropriate assumptions in its

— Mortgages

calculations and manages its tied assets in accord- — Cash and fixed-term deposits

ance with the supervisory rules ( ).

— Real estate


https://www.admin.ch/opc/en/classified-compilation/19110009/index.html#a24

— Shares and units in investments funds

— Private equity and hedge funds

— Other capital investments

Asset categories 1 to 4 are combined in the report
under the term “fixed-income assets”.

Basis points

A basis point (bp) is a unit of measure used for inter-
est rates. It is defined as a hundredth of one per cent;
in decimals: 0.0001. For instance, 50 basis points
equal half a per cent.

Biometric assumptions

Biometric assumptions are used to calculate biometric
characteristics such as mortality (mortality tables)
and morbidity. These include variables such as mor-
tality rates, morbidity rates and withdrawal rates fol-
lowing death or return to employment, and other
probabilities which can be derived from measure-
ment data from previous years. A distinction is made
between measurement data from collective meas-
urements and measurement data which are collected
by life insurers. The time period used is generally five
or ten years. The biometric assumptions must be
approved by FINMA before they can be used.

As a matter of principle, the biometric data must be
collected from the community of insured persons
within which the risk is pooled —in other words, the
community of insured persons subject to the insured
risk (e.g. annuity, death or disability). This applies
across all insurance institutions, irrespective ofwheth-
er they are pension institutions which insure occu-
pational pensions or insurance enterprises which
reinsure occupational pensions or cover other risks.
If the community of insured persons is too small to
provide sufficient data, data from collective meas-
urements must be used (where possible, data which
incorporates the community’s own data). This does
not, however, release insurers from the obligation

to collect the biometric data of their own communi-
ties. A recognised actuarial model which properly
weights the collective data and the insurer’s own
measurement data for their credibility must then be
used to determine the biometric calculation basis.
Credibility in this context means combining the in-
surer's own data and the collective data in such a
way that the collective data is predominant in meas-
urement ranges which are insufficiently represented
in the insurer’s own data, and that otherwise the in-
surer’'s own data predominates. The basis for calcu-
lation produced by this process is smoothed using a
further actuarial process to eliminate inconsistencies.
Statistically determined safety margins are then ap-
plied to take account of trends and random fluctu-
ations. This is the only method by which insurers can
realistically anticipate the level of claims in their own
community of insured persons.

The impact of some of the measured variables on the
level of claims is shown below under “Book value”.

Book value

The book value is the value at which an asset is car-
ried on the balance sheet in a life insurer’s financial
statements under the Swiss Code of Obligations (CO).

Likelihood of becoming A decline reduces claims
disabled expenses.

Degree of disability Downgrading reduces

claims expenses.

Mortality among disabled A decline increases claims
persons expenses.

Likelihood of successful A decline increases claims
return to work expenses.

Likelihood that widows will A decline increases claims
remarry expenses.

15
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It must be prudent. On the assets side, for fixed-
income securities the book value is at most the
value under the amortised cost method (

); for the
other positions, the book value is at most the cost
value minus any loss in value due to usage, age or
other valuation adjustments ( ).

Book yield

The book yield is the book income generated by in-
vestments divided by the average book value of the
investments. The book income consists of direct in-
come (i.e. regular investment income such as coupon
payments on bonds, dividends on equities, and rental
income from real estate), the balance resulting from
gains and losses on the sale of investments, the bal-
ance of write-ups and write-downs, and the foreign
exchange result, minus investment-related interest
expenses. For simplicity sake, the average book value
of investments is calculated as the arithmetic mean
of the book value at the start of the financial year and
the book value at the end of the financial year. In con-
trast to performance, however, the book yield does
not include any change in valuation reserves. This
means that it is significantly less susceptible to capital
market fluctuations over time. This works to the ad-
vantage of the insured persons, who expect contrac-
tually agreed constant cash flows with a high level of
value guarantee.

Business plan

An insurance enterprise which is supervised by
FINMA must submit a business plan. Any changes
to the business plan must be reported; FINMA can
initiate a supervisory review ( ).

Claims expenses

Claims expenses comprises the benefits due in death
and disability cases, benefit handling costs and the
change in the corresponding technical provisions.

Claims ratio
The claims ratio is calculated by dividing claims ex-
penses by risk premiums.

Coefficient of determination

The coefficient of determination is a statistic which
measures how well a statistical model replicates ob-
served outcomes. In the case of a linear regression
model, the coefficient of determination lies between
0 (no linear correlation) and 1 (full linear correlation).

Conversion rate

On retirement, accumulated retirement assets are
converted into a pension. The conversion rate is the
pension expressed as a percentage of the accumu-
lated retirement assets. It is calculated on the basis
of the technical interest rate and the life expectancy
of the future pension recipient.

Cooperative pension institution
See Occupational pension institution.

Cost premium
See Cost process.

Cost process

The cost process is one element of the operating state-
ment. It sets the cost premiums for the reporting year
against the management and operating costs. The
difference between these two is the cost result.

Credibility

When measuring biometric data such as mortality
and morbidity, group life insurers are required to
analyse their own portfolio statistically and to keep
appropriate statistics. Group life insurers also have
access to statistics from collective measurements.
Insurers can use collective measurements whenever
their own statistical measurements in certain rang-
es or for particular characteristics are insufficient for


https://www.admin.ch/opc/de/classified-compilation/20051132/index.html#a88
https://www.admin.ch/opc/de/classified-compilation/20051132/index.html#a88
https://www.admin.ch/opc/en/classified-compilation/19110009/index.html#a960
https://www.admin.ch/opc/de/classified-compilation/20022427/index.html#a4

making credible estimates. The business of deciding
which measurements should be included in the in-
surer’s calculations — and in what way — is referred
to as credibility. The term means combining the in-
surer's own data and the data from collective meas-
urements in such a way that the collective data is
predominant in measurement ranges which are
insufficiently represented in the insurer's own data,
and that otherwise the insurer’s own data predom-
inates. By using this approach the insurer arrives at
a credible calculation basis which adequately reflects
the insurer’s community of insured persons. When
undertaking this weighting process, the insurer
uses tried-and-tested methods such as the Bihimann-
Straub credibility model. Credibility models can be
used more widely than in the weighting of measure-
ments based on a particular community of insured
persons and collective measurements. They are also
used to form risk classes in the process of pricing for
death and disability risks with the aim of creating in-
centives for loss prevention, especially in accident
and health insurance.

Credit spread

The credit spread is a yield mark-up paid to investors
in bonds which are exposed to the risk of default.
As a rule, the credit spread is the yield differential
between the issued bond and a reference bond
which is free of such risk. The higher the credit spread,
the lower the market price of the bond.

The credit spread compensates the investor for the
counterparty risks associated with the investment. It
is made up of the credit risk and the actual spread risk,
but also incorporates some capital market liquidity as-
pects. The credit spread is expressed in basis points. A
basis point is a hundredth of one per cent (i.e. 0.01%).
The credit risk is linked to the bond issuer’s credit rat-
ing. Rating agencies (e.g. Standard & Poor’s (S&P),

Moody’s and Fitch Ratings) use a standardised process
to assess the credit rating of issuers. The rating is the
agency's assessment of the issuer’s future capacity to
repay its debts. Lower rating classes have higher
credit spreads. The credit spreads of bonds within the
same rating class may also differ substantially.

Credit risk can be broken down into migration risk
and default risk. Migration risk is the risk that the bond
issuer may be downgraded to a lower rating class.
Default risk is the risk that the borrower may become
insolvent and that the investor may only receive part
of the outstanding interest payments and principal.

The credit spread varies over time even if an issuer’s
credit quality remains constant. Spread risk is the risk
that credit spreads may increase due to heightened
risk aversion on the part of capital market actors.
The spread risk tends to rise sharply during capital
market crises (e.g. the LTCM crisis in 1998 or the sub-
prime crisis in 2007/2008).

Disclosure

All private life insurers which insure occupational pen-
sion schemes must provide the insured occupational
pension institutions with an annual disclosure report.
At the very least this must include the disclosure
schedule defined by FINMA along with other infor-
mation and explanations which are reviewed by
FINMA before the report is issued.

Disclosure schedule

The disclosure schedule is a clearly structured matrix
defined by FINMA containing key figures from the op-
erating statement. FINMA publishes this schedule for
each individual life insurer operating in group insur-
ance of occupational pensions and also makes the rel-
evant details available in aggregated form together
with its group life reporting for private insurers.
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Payout ratio using the earnings-based method (Figure 7)

Savings process
Income from investments

Savings process Risk process

Interest on pension assets Death and

Processing of occupational and survivors’ disability benefits

pensions and their
administrative
costs

Risk process
Premium income for death
and disability insurance

Gross profit

Cost process | Positive aggregate balance
Distribution,

marketing,

Services, Strengthening of

adminis- actuarial reserves
tration

Duration

The fall in price of a fixed-income security in response
to a rise in interest rates is described roughly by
duration. If interest rates rise by 1%, the valuation
of the security will fall by an amount, expressed as
a percentage, approximately equivalent to the dur-
ation. For Pillar 2 pensions, life insurers assume an
average residual term of around seven years, which
produces a duration of around 6.5 at an interest rate
of 0.3%. Therefore, if interest rates rise by 50 basis
points, the valuation of the fixed-income securities
in the life insurers’ portfolio will fall by approximately
3%. Given an investment volume of CHF 140
billion, this amounts to around CHF 4 billion. Other
factors (e.g. restructuring or the credit spread of the
fixed-income securities and real estate valuation

Payout ratio, minimum of 90% of the earnings

Maximum of 10% of the earnings

trends) can also have an impact. It is therefore essen-
tial that life insurers keep valuation reserves on
fixed-income securities available as a hedge against
the potential loss in value that would occur if mar-
ket interest rates were to rise.

Earnings-based method

The earnings-based method is one of the two meth-
ods for applying the minimum ratio. In the case of
the earnings-based method (also referred to as the
gross method), the total earnings, which result from
the savings, risk and cost processes, are taken as the
assessment basis for applying the minimum ratio of
90%. The earnings-based method is the method
that is normally used.



Economies of scale
These arise when the fixed costs are distributed
across a larger number of cost units, producing cost
savings per cost unit.

Equity capital

The equity capital of a life insurer consists essentially
of its share capital, statutory and voluntary reserves,
the result brought forward from the previous year,
and the year’s earnings. It is provided for the entire
legal entity. No separate equity capital is provided
for group insurance of occupational pensions as
listed in the group life reporting.

A life insurer’s equity capital forms the core of its sol-
vency capital. Other components (e.g. subordinated
loans) may also be counted towards solvency
capital. However, equity capital must make up at
least half of solvency capital.

Financial reporting

Enterprises are obliged to publish accounts for the
information of their shareholders. In Switzerland this
process is regulated in the Swiss Code of Obligations
(SCO). Assets and liabilities are reported at book
value ). Enterprises which are listed
on a stock exchange must apply the financial report-
ing standards (e.g. IFRS, US GAAP) specified by the
exchange. As a rule, these standards state that assets
and liabilities should be reported at market values.

Fixed-income assets
See Asset categories.

Floating average (Swiss federal bonds with

a maturity of seven years)

The floating average of Swiss federal bond yields
with seven years to maturity approximately repre-
sents the yield on a portfolio of equally weighted
Swiss federal bonds with seven years to maturity. A

seventh of this portfolio is replaced every year so that
the entire portfolio is fully renewed in seven years.

Consequently, this virtual portfolio will generate a
higher return than is currently possible on the capi-
tal market using similar investments. However, the
returns from this virtual portfolio will further decline
in the foreseeable future.

This behaviour is generally true for all investments
with a fixed interest rate. The assumption of seven
years to maturity is a rule of thumb, whereby it is
assumed that the retirement savings remain in the
portfolio for seven years on average before being
transferred due to vesting or dissolution of the con-
tract. Had a duration of 10 years or more been cho-
sen for the construction of the virtual portfolio, the
qualitative properties would be completely analo-
gous: while the decline in yield would manifest itself
more slowly, the liquidity of longer duration Swiss
federal bonds in the capital market would be lower
than the liquidity of medium duration bonds.

Fluctuation reserves

Occupational pension institutions form fluctuation
reserves as a means of balancing price fluctuations
on their investments. This is done to prevent short-
falls in cover due to short-term movements on the
financial markets which would oblige the insurers to
take unpleasant restructuring measures.

The various economic crises of past years have
demonstrated the importance of such reserves.
Many different methods are used to calculate the
level of reserves required. The occupational pen-
sion institutions are responsible for using a method
which is appropriate to their risk and which incorp-
orates a sufficient level of complexity. The forma-
tion of fluctuation reserves is also a quantitative ex-
pression of internal risk management and corpor-
ate governance.


https://www.admin.ch/opc/de/classified-compilation/19110009/index.html#a960
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Under , the rules for forming fluc-
tuation reserves must be clearly defined. Additional
qualitative requirements for the method used to
quantify the reserves are set out in

Nt

Forming additional reserves

This activity is also referred to as strengthening. This
becomes necessary when the assumptions used are
no longer sufficient to enable insurance obligations
to be met at the end of the contract period (e.g. be-
cause of demographic trends or changes in other
biometric assumptions or the level of interest rates).

Full coverage insurance

This refers to reinsurance contracts where a life in-
surer reinsures all forms of risk. This means the oc-
cupational pension institution bears no risks itself
(either biometric or investment-related). In particu-
lar, the life insurer assumes full ownership of the
capital investments, manages them and bears the
investment risk. The life insurer grants the occupa-
tional pension institution and those insured in it a
capital guarantee, a guaranteed level of interest on
retirement assets (the statutory minimum interest
rate on the mandatory portion and a fair market
interest rate on the supplementary portion) along
with a share of any surplus. It also guarantees to
provide the recipients of old-age, survivors’ and dis-
ability pensions with the guaranteed pensions to
which they are entitled. Full coverage insurance is
still offered by Allianz Life, AXA Life, Basler Life,
Helvetia Life, PAX and Swiss Life (as of 2016).

Generational table

A generational table is based on the current period
table (= basic table) and period tables from previous
measuring periods. The tables can also come from
a different population provided that this population

either contains the basic table’s population or has a
mortality pattern similar to the basic table. Math-
ematical techniques (e.g. logarithmic regression) are
used to forecast future trends for each age cohort.
A generational table is a two-dimensional representa-
tion of these trends. One axis shows ages, while the
other shows years, starting with the base year. In a
generational table of this kind the mortalities are
measured longitudinally (i.e. across the years). To find
the mortality of a person who is x+ 1 years old, both
the age x and the year t are increased by 1. This al-
lows the observed trend towards a change in mor-
tality over time to be taken into account. Over the
past 200 years, there has been an uninterrupted de-
cline in mortality rates among men and women of
all ages in Switzerland.

Gross method
See Earnings-based method.

Gross result
See Operating result.

Group life reporting

The legal basis which states that the business of
occupational pensions is to be kept separate from
other business is set out in Article 39 ISA. Various
income statement items such as premiums, claims,
costs, withdrawals from the surplus fund, etc. must
be disclosed. In addition, separate tied assets for this
business have to be disclosed with the correspond-
ing values provided in accordance with Article 139
ISO. FINMA defines the group life reporting require-
ments and provides a standard template for the
report, which is submitted annually. It contains a pro
forma balance sheet and income statement, techni-
cal splitting to determine the surplus, portfolio sta-
tistics, balancing principles, valuation reserves and
disclosure schedule.


https://www.admin.ch/opc/de/classified-compilation/19840067/index.html#a48e
https://www.fer.ch/en/standards/swiss-gaap-fer-26-rechnungslegung-von-vorsorgeeinrichtungen/
https://www.fer.ch/en/standards/swiss-gaap-fer-26-rechnungslegung-von-vorsorgeeinrichtungen/
https://www.bsv.admin.ch/bsv/fr/home/sozialversicherungen/bv.html
https://www.bsv.admin.ch/bsv/fr/home/sozialversicherungen/bv.html

Group insurance of occupational pension
schemes

Group insurance of occupational pensions includes
the cover that private life insurers provide against
the risks in occupational pension schemes which the
occupational pension institution assumes under a
group insurance contract. Group insurance of occu-
pational pensions must be reported in a separate ac-
counting area and disclosed to FINMA and the in-
sured occupational pension institutions in the group
life insurer’s operating statement.

Group life insurer

Group life insurers are Swiss life insurers offering full
coverage insurance models and risk insurance against
death and disability for group pension schemes and
occupational pension schemes in Pillar 2. Group life
insurers are subject to FINMA supervision, which seeks
to protect insured persons against group life insurers
going bankrupt as well as excessive premiums and
improper contractual provisions. FINMA also moni-
tors compliance with the principles of good corporate
governance. To this end, FINMA has an appropriate
range of supervisory tools, as set out in the legislation
on financial market and insurance supervision.

Group pension scheme

Group pension schemes are a special type of occu-
pational pension scheme which employers and their
staff can join if an employer is unable or unwilling
to manage its own pension fund. The various em-
ployers receive affiliation contracts. An occupational
benefits fund, within which the occupational pen-
sions are managed and reported, is set up for them.
There are autonomous group pension schemes which
bear all the risks themselves, semi-autonomous
group pension schemes which reinsure some of their
risks (reinsurance), and other such schemes which
cover all their risks through a group insurance con-
tract with a life insurer (full coverage insurance).

Guaranteed pension conversion rate
See Conversion rate.

Hidden reserves
See Valuation reserves.

Interest arbitrage

Interest arbitrage is the profitable exploitation of
interest rate differentials on various capital markets
and among various currencies. In free capital mar-
kets, interest arbitrage tends to eliminate differ-
ences between interest rates on different markets.
It ensures that the available funds are borrowed in
locations with cheap money (i.e. low interest rates)
and lent in locations with dear money (i.e. high
interest rates). Interest arbitrage therefore helps en-
sure that interest rate differentials are equalised
nationally and internationally.

Life expectancy

Life expectancy is the statistically estimated period
of time remaining to an individual from a defined
date until death. In life insurance, this period is esti-
mated for the members of a community of insured
persons using mortality tables.

Mandatory pension

Funding for the occupational pensions of employees
is based on a percentage of the employee’s salary.
In the OPA mandatory pension, this percentage ap-
plies to the portion of the employee’s salary between
the minimum of CHF 21,150 (entry threshold) and
the maximum of CHF 84,600 (as of 2016). Any sala-
ry above the OPA maximum can be included by the
employer. Contributions based on this portion of the
salary form the supplementary pension.
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Minimum interest rate

The retirement assets in the mandatory pension earn
interest at the minimum interest rate set by the Fed-
eral Council ( ). See OPA minimum inter-
est rate.

Minimum ratio

The minimum ratio is a tool developed by the legis-
lature which is used to divide the result shown in the
operating statement between the community of in-
sured persons and the life insurer. It is used to limit
profit-making in an area of social insurance in which
insured persons are compelled to participate and in
which they have limited influence as individuals.

In concrete terms, the minimum ratio is a percent-
age which is used to divide the net result between
the community of insured persons and the life in-
surer. It has been set by law at 90% in favour of the
community of insured persons. The life insurer is
therefore entitled to no more than 10%.

The minimum ratio can be calculated in two ways:
earnings-based or result-based. Under the earnings-
based method, the total earnings are taken as the
basis for applying the percentage; under the result-
based method, the net result is used.

If the life insurer’s risk capacity permits, it may grant
the community of insured persons more than the
statutory 90%. The percentage actually paid out to
a community of insured persons in a given year is re-
ferred to as the payout ratio.

Monitoring

A supervisory measure taken by the supervisory au-
thority to ensure compliance with previously issued
requirements. As a rule, it involves issuing a man-
date to an audit company to carry out additional
auditing tasks. The audit company then makes reg-
ular reports to FINMA on its progress. The mandate

remains in force until the measures have been im-
plemented in such a way that monitoring can be re-
placed by normal supervisory activities.

Mortality tables

Mortality tables are one element of biometric data.
They are required for calculating the conversion rate
and the actuarial reserves of pension benefits. Any-
one wishing to insure life-time pensions for old age
requires insurance which covers this risk for an
entire group of individuals. To achieve maximum
accuracy, actuaries rely on past experience and use
a so-called mortality table which shows the likeli-
hood that an insured person will die at a given age.
Life expectancy at retirement age is an especially
important indicator for assessing the remaining life
span of insured persons. A distinction is made
between period tables and generational tables.

Multi-employer pension fund

Frequently, trade and professional associations or-
ganise occupational pension provision for their mem-
bers in the form of multi-employer pension funds
(occupational pension institution).

Net investment income
Net investment income is gross investment income
minus investment expenses.

Net method
See Result-based method.

Net result
See Operating result.

Occupational pension institution

An occupational pension institution is a legal entity
which provides occupational pensions. It can opt to
cover some or all of the risks (partial or full coverage)
with a life insurer. Occupational pension schemes
can be set up as pension schemes, group pension


https://www.admin.ch/opc/de/classified-compilation/19820152/index.html#a15

schemes, cooperative pension institutions, or multi-
employer pension funds. In the case of cooperative
institutions, the same regulations apply to all affili-
ated enterprises. The individual enterprises are not
assigned to separate occupational benefits funds
with their own affiliation contract, as is the case with
group pension schemes. Their employees are all in-
sured using the same range of occupational benefits
plans. Multi-employer pension funds are group pen-
sion schemes that are managed by trade and profes-
sional associations.

Occupational Pension Supervisory Committee
(OPSC) schedule

has regulated the reporting of management
costs in the annual financial statements of pension
schemes with its . As stipulated in
this directive, asset management costs are to be
broken down in line with Figure 8.

A differentiation is made between TER, TTC and SC
costs as well as between direct investments and
single-level and multi-level collective investments.

— TER costs: asset management costs;

—FTTC costs: these are incurred when buying
and selling investments and do not count
as TER costs, including transaction-based taxes
and duties;

—FSC costs: set-up costs that cannot be allocated to
an individual investment (e.g. internal costs, advisor
fees, investment controlling, global custody).

In particular, investments for which the associated
asset management costs cannot be reported in the
annual financial statements must be listed individu-
ally in the notes to the annual financial statements
and are thus deemed not to be transparent.

OPSC scheme for the differentiated reporting of asset management costs (Figure 8)

Total

Investment book value
Cost categories

TER costs
Administrative and management
costs (internal and external)

TTC costs
Transaction costs

SC costs
Supplementary costs which cannot
be allocated to investments
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OPA minimum interest rate

The OPA stipulates a minimum interest rate to be
applied to retirement credits (retirement assets) re-
lating to the mandatory pension. This is set by the
Federal Council in consultation with the OPA Com-
mission and the social partners, and is reviewed
every two years. The review looks at the perfor-
mance of marketable investments, particularly Swiss
federal bonds, equities, government bonds and
real estate.

Operating result

The operating result is the total of the savings, risk
and cost processes. Life insurers must ensure that
they have adequate technical provisions. Inadequate
technical provisions must be strengthened, and pro-
visions that are no longer required must be released.
This produces the net result.

The life insurer must determine how much of this
amount belongs to the community of insured per-
sons under the minimum ratio regulations. The share
belonging to the insured persons is allocated to the
surplus fund.

The remaining portion, which belongs to the life in-
surer (operating result), is used primarily to improve
the insurer’s solvency capital.

Partial coverage
See Reinsurance.

Payout ratio

The payout ratio is that part of the surplus which is
used for the benefit of the occupational pension insti-
tutions and those insured with them. It is based on the
results of the savings, risk and cost process and must
be at least 90% (minimum ratio) of these components.

Pension conversion
See Conversion rate.

Pension conversion rate
See Conversion rate.

Performance

Performance (also referred to as market yield) is the re-
turn on investments plus the change in valuation re-
serves expressed as a percentage of the arithmetic mean
of the market value of the investments at the beginning
and end of the year.

Period table
This is another name for the traditional mortality table
which is based on the following elements:
— observation of the population, generally over
a period of five years;
— table of mortality rates (mortality rates =
ratio of deceased descendents over survivors)
for all ages, broken down by gender.

Using appropriate statistical methods, the mortality
rates are smoothed and, using data from a joint table,
weighted for lowly populated ages. These rates are
also extrapolated to high ages.

Pooling

Risk pooling in the community of insured persons and
over time in accordance with the law of large num-
bers is the fundamental principle on which insurance
operates. Risk pooling means that policyholders in-
sure themselves against contractually defined risks,
pay a rate-based premium and receive a contractual-
ly defined benefit if the insured event occurs. A life
insurer covers a whole range of different risks for
which cover can be selected in the insurance contracts.
The insurer also pools the risks of fluctuation between



the individual risks. This stabilises the overall result
and helps keep solvency capital and the associated
capital costs to a minimum.

Pricing

FINMA reviews the submitted group life insurance
premium rates to ensure that they are within a range
that protects insured persons against abuse, on
the one hand, and potential insolvency on the part
of the insurance enterprise, on the other. The law
allows the level of premium rates within this frame-
work to be determined by supply and demand.
FINMA does not therefore check whether premium
rates are appropriate.

Pricing is the instrument used for calculating risk and
cost premiums, pension conversion rates, the rate of
interest earned on the supplementary contributions
in the retirement assets, and transfer values under the
revolving-door rules. It contains a statistical data ba-
sis for assessment and a formula for calculation.

The pricing process produces premium rates, which
are generally presented in table form.

To set the rates for risk premiums, life insurers re-
quire biometric data such as mortality rates (mortal-
ity tables), the expected age of survivors on death,
disability rates, reactivation rates, etc.

To set the rates for cost premiums, life insurers require
cost statistics and a cost-centre statement with ap-
propriate cost allocation keys for expenses which
cannot be directly attributed to the cost units.

In this way, it is possible to assign probabilities to the
contractually agreed future cash flows resulting from
the risk and cost assumptions. Life insurers also need
a technical interest rate in order to discount the cash
flows to which the probabilities have been assigned.

The sum total of the discounted cash flows is referred
to as the cash value. The benefit cash value is the
cash value of future benefits calculated in this way;
the premium cash value is the cash value of future
premiums calculated in this way.

The actuarial equivalence principle states that, in pric-
ing, the benefit cash value must be equal to the pre-
mium cash value.

Pricing must be disclosed in the business plan, which
has to be approved by FINMA. In view of the guar-
antee provided, the assumptions must be set pru-
dently (i.e. they have to include a safety margin).

Realisation; proceeds of realisation

If assets are carried on a life insurer’s balance sheet
at a value lower than the price at which they are
traded on the capital market, this gives rise to a valu-
ation reserve. If a life insurer sells an asset with a high
valuation reserve, it releases the valuation reserve and
records it as investment income on its income state-
ment. This process is referred to as realisation and the
returns are the proceeds of realisation.

Reinsurance

Occupational pension institutions do not have to bear
all the risks they cover. If the community of insured
persons is too small, they may even be unable to do
so. If an occupational pension institution devolves
part of its risks to another risk carrier (e.g. a private
life insurer), this is referred to as reinsurance. An
occupational pension institution can devolve the bio-
metric risks of death and disability (risk reinsurance),
transfer pension portfolios or opt only to reinsure
peak risks (e.g. general excess loss, stop loss).

Result-based method
This is one of the two methods for applying the min-
imum ratio. Under the result-based method (also re-
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Payout ratio under the result-based method (Figure 9)

Income

Savings process
Income from investments

Expenses

Risk process
Death and
disability benefits
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administrative
costs

Savings process

Interest on pension assets

Processing of occupational and survivors’
pensions

ferred to as the net method), the net result from the
operating statement is taken as the assessment
basis for applying the minimum ratio of 90%. When
the net result from the operating statement is being
shared out, the life insurer’s share is 10% of the net
result plus the net investment income on the solv-
ency margin.

The result-based method is used in exceptional cir-
cumstances, for instance when investment returns
are high and the minimum interest rate is relatively
low. Specifically, the result-based method is used
when the following two conditions are met:

— The savings component (i.e. earnings from the
savings process) is 6% or more of the actuarial
reserves.
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Payout ratio
Net investment income on the solvency margin

Maximum of 10% of the net result

— The minimum interest rate under the OPA is two
thirds or less of this percentage.

This is demonstrated in Figure 9.

Retention of profits

Retention of profits refers to the accumulation of
funds in a bank account, investment fund or (in an
accounting context) liability account.

Retirement assets

Mandatory Pillar 2 pension schemes are based on
an individual savings process which begins at the
age of 25. A percentage of the employee’s monthly
salary is paid into this scheme (monthly retirement
credits) which is financed equally by the employer
and the employee.



Retirement credits contribution scale:

25-34 years: 7% 10x7 = 70
35-44 years:  10% 10x 10 = 100
45-54 years 15% 10x 15 = 150
55-65 years 18% 10x 18 = 180
(percentage of salary) = Total 500

The savings process ends once retirement age has
been reached. The retirement assets accumulated in
the insured persons’ accounts during their working
lives are used to finance an old-age pension. A con-
version factor is used to calculate the annual pension
based on the pension capital accrued (conversion rate).

Revolving-door rule

If group insurance contracts (between a life insurer
and an occupational pension institution) or affiliation
agreements (between a group pension scheme and
an enterprise) are terminated, the old and new oc
cupational pension institutions must come to an
agreement on whether the pension recipients should
remain with the old institution or switch to the new
one, in so far as the contract contains no specific
provisions for this eventuality ( ).

Life insurers generally include the following rules in

group insurance contracts:

— Old-age and survivors’ pensions remain with
the life insurer and continue to be paid by it.

— Disability annuities are transferred to the new
occupational pension institution along with active
insured persons.

The revolving-door rule ( ) applies to
pension portfolios which are passed on when a
group insurance contract is terminated.

The actuarial reserves to be transferred are equal to
the amount which life insurers would ask from an
occupational pension institution on conclusion of a

new contract for the same portfolio of insured per-
sons and pensioners with the same benefits.

The revolving-door principle is detailed in

Risk annuity

A pension which arises from the risk process (i.e. a
disability pension or a pension for the survivors of
deceased active insured persons or deceased recipi-
ents of an old age or disability pension).

Risk premium
See Risk process.

Risk process

The risk process is one element of the operating
statement. It sets the risk premiums for the reporting
year against the expenses from death and disability
cases. The difference between these two is the risk
result.

Safety margin

Safety margins at a predefined level must be included
using the appropriate statistical method when set-
ting premium rates and calculating sufficient tech-
nical provisions in the following cases:

— errors and random fluctuations in the statistical
data basis;

— the risk that unpredictable external influences
(e.g. legal practice, technology or changes in values)
could affect the expected claims expenses;

— the risk of antiselection, i.e. the risk that occupa-
tional pension institutions or insured persons may
make choices to the detriment of the community
of insured persons.

Savings premium
The savings premium is the contribution made by the
employer and the employee towards retirement assets.
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Savings process

The savings process is one element of the operating
statement. It sets the net investment income in the
reporting year against the expenses for technical in-
terest at the guaranteed interest rate and the pro-
cessing of current old-age pensions and vested bene-
fits policies. The difference between these two is the
savings result.

Settlement in life insurance

In the life insurance industry, settlement refers to the
entire process triggered by an insured event (such as
retirement, death or disability), i.e. submitting a claim,
determining the nature and extent of the benefit en-
titlement and everything required to manage the
benefits. The latter may be delegated to a third party,
in which case the cost of the services provided forms
an integral part of the cost of claims. For this reason,
the costs incurred by insurers in managing benefits
themselves are not booked under administrative
costs but under cost of claims.

Smoothing

Smoothing is the term used to describe statistical tech-
nigues which enable raw data to be used for statistical
purposes or for identifying trends. Various methods
are used, including floating arithmetic averages, float-
ing geometric averages, exponential smoothing, and
regression techniques. However, smoothing of the sur-
plus allocation is not based on a statistical method. It
is based on the tried-and-tested method whereby a
portion of the surpluses that would normally accrue
to the surplus fund in years with increased earnings is
retained so that a distribution is possible even in less
favourable years. Nevertheless, life insurers must en-
sure that inflows from any given year are distributed
in full within the following five years.

Solvency capital
Solvency capital must be provided by life insurers to
enable risks to be borne; some of it is made avail-
able by investors.

Solvency margin

The solvency margin is associated with the Solvency
| regulations (minimum solvency) as defined in Arti-
cles 23-40 1SO. The result of dividing the available
solvency margin by the required solvency margin
must be at least 100%.

Spot rates for Swiss federal bonds

The Swiss Confederation regularly issues bonds on
the capital market. They are regarded as extremely
secure and are given a top rating by the various rat-
ing agencies. The interest rates for these bonds are
used as a benchmark for risk-neutral Swiss franc in-
terest rates.

Spot rates are interest rates for bonds which begin
in the present and end at a defined time in the fu-
ture. The spot rate varies depending on the term of
the bond. The yield curve shows the structure of the
yield over time. Interest rates which relate to future
loan periods are referred to as forward rates.

Interest rates differ primarily in relation to the bond'’s
residual term and the bond issuer’s creditworthiness.
Group life insurers and occupational pension institu-
tions generally take the spot rates of Swiss federal
bonds with a residual term of seven years as their
benchmark. Trends for these interest rates are also used
by the Federal Council as a guide when setting the
minimum interest rate for mandatory retirement assets.



The time series of the spot rates for Swiss federal
bonds is published on the Swiss National Bank'’s
website. It begins on 1 January 1988 and contains
the interest rates for Swiss federal bonds in Swiss
francs with residual terms of 2, 3, 4, 5, 7, 10, 20 and
30 years.

Strengthening actuarial reserves

If the actuarial reserves provided by insured persons
do not suffice to finance the insured benefit obliga-
tions, the reserves have to be strengthened. Group
life insurers achieve this by using collective methods
that are applied to all insured persons. Reserves must
be reviewed annually to ensure that they remain suf-
ficient in light of market developments during the
year (e.g. interest rate levels, credit spreads) and
changes affecting insured persons (e.g. movements,
changes to biometric characteristics). If they are too
low, they must be increased (strengthened). If they
are too high, they must be decreased (released).

Strengthening technical provisions

Technical provisions are calculated at the time of their
formation (e.g. when retirement assets are converted
into a pension) using a defined technical interest rate
and biometric assumptions. However, capital market
returns and biometric data (e.g. mortality or reacti-
vation rates) change over time, which means that life
insurers have to periodically review the basis used
for the calculation. If it turns out that the technical
provisions no longer cover the insurer’s contractual
obligations with sufficient prudence, the technical
provisions must be strengthened immediately, or as
soon as possible, on the basis of a plan.

The extra funds added to the provisions must be such
that the obligations arising from insurance contracts
can be met over the long term. This requirement of-
fers the most sustainable protection to insured per-

sons and also strengthens confidence in the Pillar 2
pension system. One of FINMA's core responsibilities
is to ensure that this requirement is always met.
FINMA determines what is meant by prudently cal-
culated technical provisions and also defines the
statistical bases and actuarial methods to be used in
the calculation. Insurers are obliged to submit a
report to FINMA which enables FINMA to verify that
insurers are in compliance with requirements. If the
(bolstered) insurance provisions are inadequate,
they must be strengthened immediately. On re-
quest, the enterprise can submit a plan to FINMA to
strengthen technical provisions.

Supplementary pension
See Mandatory pension.

Surplus allocation
See Surplus fund.

Surplus assignment
See Surplus participation.

Surplus fund
The surplus fund is a balance sheet position for the
reinvestment of surplus earnings for the benefit of
all insured persons. The surplus from the operating
result is allocated to this fund on an annual basis. In
the following year, the occupational pension institu-
tions and those insured with them receive their share
of the surplus allocation from the surplus fund. Sur-
pluses must be allocated in accordance with

. Specifically, allocation must take
place in line with recognised actuarial methods.
These methods take account of the level of the indi-
vidual actuarial reserves (in the savings process), the
level of claims for insured risks (in the risk process)
and the administrative overheads (in the cost process).
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Surplus participation

The surplus participation is the portion of the gross
result which is allocated to the surplus fund for dis-
tribution to occupational pension institutions and
those insured with them.

Surplus share
See Surplus fund.

Swiss Solvency Test (SST)

The SST sets out the regulations for establishing the
level of risk-based solvency capital for Swiss insur-
ance enterprises.

Target amount
See Tied assets.

Technical interest rate

The technical interest rate is the rate used for calcu-
lating the actuarial reserves required for pensions. On
retirement, accumulated retirement assets are con-
verted into a pension. Since, however, individual pen-
sions will only become due in the future, they must
bear interest from the time that they are paid out
until the conversion date. The technical interest rate
is the interest rate which is used for this purpose and
is guaranteed for the entire duration of the pension.
The higher the technical interest rate, the larger the
pension that is paid out. The technical interest rate
must be set prudently so that the accumulated capi-
tal, together with future investment income, is suffi-
cient to guarantee that a pension can be paid out for
life. Figure 10 shows how the invested capital (referred
to as the actuarial reserves) changes if the pension is
taken out at the start of the year and the remaining
capital attracts interest at the technical interest rate
during the year. Scenario 2 shows the pension pay-
ments if the invested capital generates exactly as much
income as was projected in the conversion rate. Sce-
nario 1 shows what happens if the invested capital

generates more income than expected, and Scenario
3 shows what happens if the investment revenue falls
short of expectations. In the third case, the underfi-
nanced pensions must be financed from the assets of
the community of insured persons. This is referred to
as a coverage shortfall.

Technical provisions

Technical provisions quantify the level of obligations
from life insurance contracts. They must be sufficient
and are calculated using actuarial methods.

Tied assets

One of the key aims of insurance supervision is to
secure the claims of insured persons and, in particu-
lar, to protect insured persons against the conse-
quences of an insurance enterprise going bankrupt.
In order to secure the contractual entitlements of in-
sured persons, an insurance enterprise must form
sufficient technical provisions on the basis of actu-
arial principles. The technical provisions are deemed
sufficient if assumptions and methods used for their
determination have been chosen such that it is en-
sured that all liabilities from the insurance contracts
can be covered both in the present and in the future

( ).

The technical provisions are the main component of
the target amount, which under Article 18 ISA cor-
responds to the amount of the technical provisions
and an appropriate safety margin. The target amount
must be covered by the tied assets at all times.
( ). Further-
more, any holdings in tied assets must comply with
stringent requirements on risk diversification, the
selection of appropriate asset categories, and the
management of risk and investments.

Under , if an insurance enterprise goes
bankrupt, the proceeds from tied assets are used
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Actuarial reserve trends for an annuity (Figure 10)
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primarily to satisfy claims from insurance contracts
for which a guarantee is provided. In other words,
eligible claimants enjoy a privileged position because,
in the event of bankruptcy, their claims must be sat-
isfied out of the proceeds of the tied assets before
other claims are considered.

Total earnings
Total earnings are the sum of the earnings com-
ponents from the savings, risk and cost processes.

Underwriting policy

This policy is an insurance enterprise’s code of con-
duct that sets out which risks it can enter into and
the extent to which they can be insured. It is part of
the enterprise’s corporate strategy and risk manage-
ment, i.e. when insuring the risks entailed in occu-
pational pensions, collective insurers must position
themselves and set down the extent to which they
will offer full coverage and risk reinsurance.

Valuation reserves

The accounting standards set out in the Swiss Code
of Obligations (SCO) provide that assets should be val-
ued prudently. In particular, life insurers must report
their fixed-income securities which are denominated
in a fixed currency and which can be repaid or amor-
tised on a predefined date on the balance sheet at a
value not greater than that derived using the scientif-

10 11 12 13 14 15 16 17 18

\

19 20

Beginning of run year

ic or linear amortised cost methods (

). The difference between this figure and the mar-
ket value must be posted as hidden reserves or hid-
den liabilities in the notes to the balance sheet. This
report refers to hidden reserves as valuation reserves.

Vested benefits policies
If insured persons leave an occupational pension in-
stitution before a pension claim becomes due, they
are entitled under the

to the vested benefits. If the insured
person transfers to a new occupational pension in-
stitution, the old occupational pension institution
must transfer the vested benefits to the new one.
Otherwise the insured person must receive the as-
sets in the form of a vested benefits account or a
vested benefits policy.

Yield
See Book yield.
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