KPMG'

U0

aaaaaaaaaaaaaaaaa

gls

ies

orcular 2016/5
vestment

8_

SUrance
ompanies

nnnnnnnnnnnnnnn



m FINANCIAL SERVICES

Circular 2016/5
Investment Guidelines -
Insurance Companies

Investments made for total assets and for tied assets of insurance companies

dated 1 January 2016

1 Table of Contents

l. Title page pg. 1
IIl.  Circular 2016/5 pg. 2
lll.  Rider pg. 62

2 Other Languages

DE: FINMA-RS 2016/5 Anlagerichtlinien —Versicherer vom 1.1.2016

FR: Circ. FINMA 2016/5 Directives de placement — assureurs du 1.1.2016

IT:  Circ. FINMA 2016/5 Direttive d'investimento — assicuratori dell 1.1.2016

Unofficial translation issued in January 2017



KPMG

FINANCIAL SERVICES

Circular 2016/5
Investment Guidelines - Insurance Companies

Investments made for total assets and for tied assets of insurance companies

Reference:

FINMA circ. 16/5 Investment Guidelines - Insurance Companies

Issued:

3 December 2015

Entry into force:

1 January 2016

Concordance: previously FINMA circ. 08/18 "Investment Guidelines - Insurance
Companies" of 20 November 2008
Legal bases: FINMASA Article 7(1)(b)
ISA Articles 17-20, 22, 37, 51, 56, 87
ISO Articles 56, 57, 68, 70-95, 96, 97, 100-109, 139
AMLO-FINMA Article 1
Annex 1: Rider issued by the Swiss Bankers Association
Addressees
BA ISA SESTA CISA AMLA OTHERS
f
% 0 w
. o (0] n =
= = S S 5 e 2
[@)] c = © (@) c o
c ol vl g Q = Ry =]
8 Slele £ 2 o 2
28 S|s|E S g % 28 7
© | = o| ®© n | c = (@) G| = =
» .© 8 I %] 5 [ 7] %) » * .© o) o
o | © ] st ] =2 e E X~ — o) el P} o
o| & 5| E|lc| o o S|l c|lw|®|E b =
22 elel|lS|g|c 8 cl & o|E|¢8 glel &
slefle|l 2|23 'g Sl ool el2|le| 5] 0] c Sl ®
ol 2lslel &8l E|E 218|285 2|8 5]|elel?|2|D
s 2ls(2|2 2|8/8|s|0|E|ol2|3 2 5 |2 & 2|3 %
Mol || Eflno|lun|lt|ln|dln|lo|ld|a|lc|O|ln|loa|ln ||
X

Circular 2016/5 Investment Guidelines — Insurance Companies | 2



KPMG

Table of Content

FINANCIAL SERVICES

Topic margin no. 1
General Principles Applicable to the Total Assets margin nos. 2-22
Investment principles margin no. 2
Derivatives margin nos. 3-22
General Principles Applicable to the Tied Assets margin nos. 23-179
Definition, purpose and duty to create [tied assets] margin nos. 23-24
Principles margin nos. 25-56
Investment strategy margin nos. 57-60
Investment policy margin nos. 61-68
Governance and Monitoring margin nos. 69-87
Further Provisions margin nos. 88-152
Safekeeping assets margin nos. 153-159
Non-life insurance claims made to reinsurers margin nos. 160-175
Approvals in accordance with Article 79(3) ISO margin no. 176
Reporting to the FINMA margin nos. 177-179
Investment types in tied assets margin nos. 180-505
Cash deposits margin nos. 181-185
Bonds, convertible bonds margin nos. 186-196
Structured products margin nos. 197-213
Securitized loans margin nos. 214-226
Other promissory letters margin nos. 227-239

Circular 2016/5 Investment Guidelines — Insurance Companies | 3



KPMG

VL.

FINANCIAL SERVICES

Shares and other equity securities margin nos. 240-245
Real estate margin nos. 246-287
Mortgage loans margin nos. 288-316
Alternative investments margin nos. 317-350
Derivatives margin nos. 351-478
Collective investment schemes and single-investor funds margin nos. 479-505
Additional provisions on tied assets margin nos. 506-571
Securities lending margin nos. 506-537
Sale and repurchase agreement operations (repos) margin nos. 538-571
Transitional provisions margin nos. 572-575

Circular 2016/5 Investment Guidelines — Insurance Companies | 4



m FINANCIAL SERVICES

. Topic

This circular shall concretize the provisions applicable to the investment activities of supervised insurance
companies. Chapters Il and Il formulate FINMA expectations concerning all of the investment activities,
especially the general requirements concerning the management of the tied assets (Article 17 of the
Insurance Supervision Act [ISA; SR 961.01]). Chapters IV and V explain the requirements made of the
legally permitted assets in the tied assets (Article 79 of the Insurance Oversight Ordinance [ISO; SR
961.011]).

Il. General Principles Applicable to the Total Assets

A. Investment principles

When selecting its investments, the insurance company shall take into consideration the asset liability
management (ALM), the security of investments, an appropriate diversification and the insurer’s foresee-
able needs for cash.

B. Derivatives

a) Using derivative financial instruments

Insurance companies may use derivative financial instruments only to mitigate investments or its liabili-
ties held towards its policyholders or for the efficient management of investments (Article 100 I1SO).

When using derivatives, the insurance company may not enter into any risks that would be inappropriate
for the insurer’s scope of business activities or its risk capacity. Moreover, derivatives shall be used for
long-term effect.

b) Obligation to provide coverage when using derivative instruments

According to Article 100(2) ISO all payables arising from derivative financial transactions shall be covered.
These payables shall either be fully covered for the contract volume / notional value by the derivatives'
underlying assets (in the case of derivatives with a selling obligation) or by liquidity (in the case of deriva-
tives with a purchase obligation).

Liguidity may also consist of cash and cash equivalents. Cash equivalents shall be considered to be
cash deposits as defined in margin nos. 181-185, as well as government bonds rated at least 2 and with
excellent liquidity. Moreover, receivables defined in margin no. 114, which have been excluded from the
counterparty limit may be considered to be cash equivalents.

Payables shall be deemed fully covered at all times if:

. liquidity and/or cash equivalents are available;

. the underlying assets are available in the insurance company’s assets without any encumbrances.
Securities lending on underlying assets and repos/reverse repos are not permitted in the context
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of derivative transactions. An exception to this are securities which have been lent and which may
be recalled at short notice without restrictions. Adequate consideration shall be given to the height-
ened operational risk arising from such transactions;

o a double use of liquidity or underlying assets to cover several transactions is excluded. Underlying
assets or liquidity may be used simultaneously to cover derivative positions if these bear multiple
risks (such as market risk, credit risk or currency risk) but refer to the same underlying asset;

o the market value of the cash equivalents or the number of underlying assets covers the entire pay-
able, whereas cash equivalents (with the exception of cash deposits defined in margin nos. 181-185)
may be used as cover only up to 90% of the market value amount.

In the case of derivatives subject to purchase or acceptance obligations (e.g. long futures, long forwards,
short puts) for an underlying asset, such as shares, financial indices, currencies or interest rates, the
liquidity necessary for the settlement of the obligation shall be available at all times.

In the case of derivatives subject to sell or delivery obligations (e.g. short futures, short forwards, short
calls) for an underlying asset, such as shares, currencies or interest rates, the liquidity necessary for
the settlement of the obligation shall be available at all times and without restrictions. In the case of
index derivatives, obligations are deemed to be covered if there is a considerable and stable correlation
between the underlying assets held and the index.

If there is a legal entitlement to a cash settlement of an obligation instead of delivery of the deliverable
underlying, the underlying physical deliverable shall be held nonetheless.

Insurers shall always hold the full liquidity required to satisfy a cash settlement that may arise due to the
sale of a derivative where a delivery is not possible physically (e.g. underlying value in the case of weather
derivatives).

In the case of derivatives involving swaps of cash flows (e.g. interest rate swaps) the payable cash flow
shall be covered with the necessary liquidity or the relevant underlying asset.

In case of a combination of derivatives the payable of the full combination shall be covered at all times
with available underlyings or liquidity. The underlying of the combination shall be identical with the under
lying assets used for the cover.

¢) Organization, know-how and investment process

Insurance companies using derivative financial instruments shall dispose of qualified and expert staff, an
investment strategy that foresees such instruments, an investment management that takes into consid-
eration the particular needs, a properly implemented and fully documented investment process, a risk

management appropriate for the risks as well as an adequate system infrastructure (margin no. 76).

The provisions of margin nos. 57-87 shall be applicable by analogy also to the use of derivative financial
instruments.
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d) Risk analysis when using derivative financial instruments

Counterparty risks arising from the use of derivative financial instruments shall be considered prior to
entering into derivative transactions. The risks shall be analyzed as often as the situation on hand requires
it, but at least once a week for market risk and once a month for credit risk. An analysis of market and
credit risk shall consist of valuing open positions and comparing these to the risk exposure limits defined.
The result of the risk analysis shall be submitted to management as often as the situation requires it, but
at least once a month for market risk and at least quarterly for credit risk (Article 104 1SO).

The insurer’s risk management shall ensure that the derivative strategy of the different business units
has been captured centrally and that they have been analyzed for interdependencies. Various scenarios
shall be calculated in order to ensure that the use of the derivatives in their entirety jeopardizes neither
the assets’ value retention not the company's solvency. The insurance company shall ensure that the
economic impact on the assets and solvency is presented correctly in the various reports to the FINMA.

According to Article 108 ISO, the Board of Directors shall receive an activity report on the use of derivative
financial instruments at least every six months.

lll. General Principles Applicable to the Tied Assets
A. Definition, purpose and duty to create [tied assets]

The assets in tied assets shall cover policyholders’ claims based on disclosed technical reserves. The tied
assets are of great significance in the case of a portfolio transfer and specifically in case of insolvency and
the ensuing wind-down of an insurance company. Tied assets shall thus form loss reserves for policyhold-
ers that ensure that the claims of such persons arising out of insurance policies will be satisfied before
those of any other creditors.

Assets allocated to the tied assets shall be secure and unencumbered in the ownership of the insurance
company and in the case of the insurance company's bankruptcy, realizable in Switzerland. In order to
ensure that policyholders’ claims are secured effectively, assets allocated to the tied assets shall be
examined for their recoverability and value preservation.

B. Principles

a) Investment principles

aa) Security

The investments in tied assets shall be chosen so that policy claims may be fulfilled at all times.

The security of investments is deemed to be guaranteed if they are secure from an economic and a legal
perspective. Economic security is deemed to be present if capital, i.e. assets, maintain their value; the

investments’ legal security shall relate to their availability and their realizability. The requirement of eco-
nomic and legal security shall apply to direct as well as indirect investments.
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The aspect of value preservation shall consider in particular the following criteria:

o the value fluctuations of all the tied assets, whereas the tolerable value fluctuations depend on the
extent of the excess cover of the tied assets;

o the quality of the investments;

o a reliable valuation method for the investments.

Legal security shall relate in particular to the following criteria:
o full power of disposition;

o the unrestricted realizability and transferability of assets, in particular also in case of the insurance
company’s bankruptcy.

Assets that jeopardize the value of the tied assets (for instance, because they could cause margin calls at
the charge of the tied assets) are not permitted.

bb) Asset Liability Management (ALM)

The management of tied assets shall reflect the structure and the expected developments of the insur-
ance obligations that are to be secured. In doing so, the insurance company shall take into consideration
both the value development of investments and liabilities as well as the expected cash flows due to
investments and obligations .

cc) Profitability

The insurance company shall select investments with a return in line with the market.

dd) Diversification

The insurance company shall ensure an adequate diversification fit for purpose for every set of tied assets.
Risk concentrations shall not be permitted. The insurance company shall obtain an adequate mix of invest-
ment categories and diversification of investments in regard to exposures.

An adequate mix of investment categories shall consider in particular the following criteria:

. The specific risk profile and default risk or impairment risk of investments;

o the investment horizon (i.e. the duration of the investment);

. The correlation of the asset classes.

An adequate investment diversification shall take into consideration at least the following criteria:

o Different counterparties;
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. Different geographic locations;

. Various industries and sectors.

Investments in high-risk assets may only be made prudentially and in order to gain a reasonable diversifi-
cation in all of the tied assets. The risk capacity of the insurance company shall be taken into consideration
in any case. Investments in securities rated 5 may be made only if the insurance company has expertise
pertinent to credit risk.

ee) Liquidity

As a rule, the insurance company shall choose investments, which can be sold quickly if necessary, espe-
cially if the insurance company were to become insolvent.

The realizability of an investment shall depend among other things on its maturity period (bonds, fixed-
term deposits, etc.) and the possibility to transfer (sell) these in the market or on a stock exchange.

b) Prohibition of encumbering or netting assets

The assets in the tied assets shall be unencumbered (Article 84(2) ISO). As a rule, an encumbrance of tied
assets due to being pledged, under lien, subject to netting or similar rights is not permitted. Furthermore,
it is prohibited to charge margin calls to the tied assets. Exceptions are listed in Chapters IV and V.

¢) Realizability in the case of bankruptcy

The assets in the tied assets shall serve only to secure policyholders’ claims in case the insurance compa-
ny undergoes insolvency and liquidation under bankruptcy laws. Therefore, it is imperative that the assets

are included in the bankruptcy estate and that they can be sold in the course of a Swiss bankruptcy.

The realizability in the case of a bankruptcy shall be secured by the insurance company; it may prove it
using one of the following means:

. the investment is a security traded on a market with an observable market price; or
o the legal framework applicable to the investment recognizes FINMASs insolvency procedures and
the seniority of the claim to the tied assets in accordance with Swiss law so that no special enforce-

ment or other interventions by an authority or third parties become necessary.

Upon FINMASs request, an insurance company shall have to prove the realizability in accordance with
Swiss bankruptcy law.

d) Perpetual coverage
The insurance company shall ensure with adequate corporate governance measures that the current
required amount according to Articles 56 and 57 or 68 ISO is covered with assets permitted according to

Articles 68(2), 79 and 81 ISO. The amount of the current required amount shall be determined on the basis
of the current reserves, had financial statements been prepared at that time.
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If determined during the year, prudent and well-founded estimates may be used instead of a specific cal-

culation of the current reserves if it can be proven with great certainty that the current required amount

is actually covered with eligible assets.

Like this, the insurance company shall ensure that sufficient assets remain available to cover the required

amount of the tied assets, despite events that occurred during the year (such as unexpected losses, the

need for further reserving, roll-out of new business or business growth), which require further technical

reserves.

e) Management of the tied assets

The insurance company shall manage the tied assets by allocating assets. It shall record and earmark

these assets in such a manner that it is obvious at all times which assets are part of the tied assets and

that the required amounts for each set of tied assets are covered (Article 76(1) 1SO).

f) Criteria for allocating assets to the tied assets

Assets may be allocated to the tied assets if:

o the investment is a permitted asset according to Articles 79 or 68(2) ISO and it is eligible for rec-
ognition according to this circular. Assets may not be considered as partially eligible for recognition
(e.g. due to non-eligible parts or high risk). Partial eligibility is only possible if the exception has been
explicitly stated in this circular (e.g. mortgages, margin no. 312);

o the investment can usually be valued easily;

° the asset has a high liquidity relative to this particular asset category;

o The relevant expertise is available and adequate processes and systems are in place which are
required for the professional selection, management and monitoring of the investments made (mar

gin no. 76);

. The impact of the investment and its individual risk components are understood so that the financial,
legal and operational risk may be evaluated at any time;

o The debtors’ credit ratings are verifiable (margin nos. 139-152);

o The investment is neither encumbered nor subject to a netting agreement with third parties (margin
no. 38).

These principles are explained in further detail for each investment category in Chapters IV and V.
C. Investment strategy

Management shall define the investment strategy and submit this to the Board of Directors for approval
(Articles 78(1)(a) and 101 ISO).
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The investment strategy adequately takes into consideration the type and complexity of the business line
engaged in, i.e. the insurance business (Article 102(1) ISO).

The investment strategy shall outline the conditions for the use of the various investment categories. All
investments shall meet overall requirements of the investment strategy of the entire company.

The risk exposure limits shall be defined in accordance with the financial and governance capacities of the
insurance company.

D. Investment policy
The investment policy shall be issued by Management, a member of Management or the general agent; it
defines all investment activities (Articles 78(1)(b) and 106(1) ISO). Investment activities shall be described

in detail in one document, which may include specific references to other internal directives.

The investment policy’s requirements depend on the complexity of investments in the investment uni-
verse defined by the insurance company.

The insurance company shall regulate at least the following topics in its investment policy:
. Internal investment principles and objectives (including ALM);
o A description of the investment universe (permitted investments / restrictions);

o Investment techniques and their area of use/purpose (e.g. use of derivative financial instruments,
securities lending, repos);

o A description of the investment process, its monitoring and controls (definition of the tasks, respon-
sibilities, competences, accountability and escalation mechanisms);

o Staff requirements (e.g. expertise, experience, integrity).

E. Governance and Monitoring

The administration (investment management) and monitoring (risk management) of the investment activ-
ity shall be performed by persons independent of each other and be adequate in view of the complexity

of business and investment activities (Articles 78 and 106 ISO).

Staff must have adequate qualifications and knowledge on the investment classes it invests in and if
investing in high-risk investments, dispose of the relevant expertise (Articles 78(1)(c) and 107 ISO).

The systems used should be appropriate in view of the size and complexity of the investment portfolio;
they should be monitored and dispose of the necessary robustness (Article 106(2) 1SO).

Administration (investment management) shall ensure and assume at least the following tasks and
responsibilities:
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the implementation of the investment strategy and the investment policy;

the definition and the documentation of strategic asset allocation and tactical asset allocation that
is appropriate for the insurance company'’s risk capacity, size and complexity, whereas the allocation
takes place in consideration of investment categories and other important characteristics, such as

duration, sectors, credit ratings and investment styles;

the definition of a system of limits based on individual risk capacity, the monitoring of limits and the
definition of measures in case these limits are breached;

the preparation of an investment process which is appropriate in view of the investments’ complex-
ity. Using scenario analyses, the insurance company shall ensure that the use of complex invest-
ments does not jeopardize the value preservation of the total assets or the tied assets, nor the
insurance company's solvency;,

monitoring of the valuation of investments;

monitoring and controlling of compliance with regulatory provisions;

monitoring and controlling of significant risks (especially market risk, credit risk, concentration risk,
liquidity risk, currency risk, operational risk, legal risk) related to the investment activity;

the measurement and valuation of investment performance;

the definition of internal reporting.

Insurance companies mandating a third party with their investment management are not exempted from
their responsibility to comply with the provisions on investment management. Specifically, the insurance
company shall be able to understand the investment process and the strategy provided and be able to
monitor adherence to investment principles as well as verify any transactions from an accounting point
of view in a timely manner.

Transferring the investment management to a third party is subject to FINMA approval as per Article 4(2)
(j) ISA.

Controlling (risk management) shall ensure and assume at least the following tasks and responsibilities:

monitoring and controlling the adherence to investment principles in accordance with margin no. 64
and other internal directives of the insurance company;

monitoring and controlling of compliance with regulatory provisions;

monitoring and controlling of significant risks (especially market risk, credit risk, concentration risk,
liquidity risk, currency risk, operational risk, legal risk) related to the investment activity.
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F.  Further Provisions

a) Segregated sets of tied assets

Segregated sets of tied assets shall be managed for (Article 77(1) ISO):
. insurance for occupational benefit plans;

. Insurance claims arising from unit-linked policies or capitalization transactions (insurance classes
A2.1, A2.2, A2.3 and AB.1);

o Insurance claims arising from insurance policies or capitalization transactions linked class to internal
investment funds or other reference values (insurance classes A2.4, A2.5, A2.6 and A6.2).

Other sets of tied assets may be managed (Article 77(2) ISO) and may be ordered by the FINMA in justi-
fied cases (3).

Article 77(1)(b) and (c) ISO does not only refer to the savings part of insurance policies but to all insurance
claims. The reason for this is that it wants to avoid the separation of the securing of savings and guaran-
teed parts in place up to now.

This circular shall apply to all segregated sets of tied assets. In particular, the defined limits, the obligation
to provide coverage and the qualitative requirements applicable to the individual sets of tied assets are to
be considered. However, some exceptions regarding the limits (cf. margin no. 122) apply to segregated
tied assets for unit-linked life insurance and capitalization transactions (insurance sectors A2.1-A2.6 as
well as AB.1 and AB.2).

b) Foreign insurance portfolio

The insurance company is not obliged to guarantee its foreign insurance portfolio if an equivalent security
is required abroad for this purpose (Article 17(2) ISA). If no equivalent security is required abroad, this
securing shall take place in Switzerland, where the insurance company may manage these in segregated
sets of tied assets (Article 77(2)(b) 1ISO).

As long as no equivalent security has to be made available abroad, the insurance company shall provide
additional security in Switzerland.

The following criteria are relevant for the equivalence review:
o Special funds

There is an obligation to cover the total technical reserves arising from direct insurance with a
special fund. In doing so, the technical reserves shall be covered gross (without consideration of
reinsurance claims). If insurance companies offering non-life insurance operate a system that recog-
nizes the reinsured parts of reserves (cf. margin nos. 160 — 175), this is deemed to be equal to the
gross coverage principle. The insurance company must make certain that only policies are included
in the special fund that are fully considered in the required amount.
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Instead of a special fund, the insurance company may also consider other forms of security as long as
their effect is equivalent to that of a special fund also in the case of the insurance company’s bankruptcy.

For these other forms, margin nos. 97 and 98 apply in analogy.
. Preferred claims under bankruptcy

In the case of a bankruptcy, a special fund serves primarily to satisfy claims arising from insurance policies.
o Investment guidelines

The local supervisory authority shall issue investment guidelines where the objective is to maintain
the security and the value preservation of the special fund.

c¢) Unit-linked life insurance

Unit-linked insurance policies or capitalization transactions shall be linked to assets permitted for the tied
assets: in the case of unit-linked policies, these are open-ended collective investment schemes subject to
the Collective Investment Schemes Act (CISA; SR 951.31) (Article 125a ISO). In case they are linked to an
internal investment portfolio or other reference values these are permitted if they are in accordance with
Articles 79 and 81(2) ISO).

Investments used as security shall match those underlying the policies (matching cover; Article 81 ISO) as
otherwise the insurance company may have to bear additional investment risk. Any guarantees shall be
covered with investments in accordance with Article 79 ISO, which replicate the value fluctuations of such
guarantees as closely as possible. Other policy components, non-unit-linked reserves and any surcharge
to the required amount shall be covered with assets in accordance with Article 79 ISO.

Investments used to secure claims arising from unit-linked life insurance policies shall be valued pursuant
to Article 93a ISO at no more than market value, regardless of any other recognition values in accordance
with Chapter IV.

d) Indirect investments: initial acquisition, regrouping of investments

An investment, be it an initial acquisition or due to a regrouping of investments, in so-called indirect
investments (for example, funds, equity interest, structured products or bonds issued by special purpose
vehicles) may not be used to circumvent the provisions on direct investments of Chapter IV.

This circular shall cover the following indirect investments:

o collective investment schemes pursuant to margin nos. 484-493;

o single-investor funds pursuant to margin nos. 494-505;

o real estate companies pursuant to margin nos. 256 (in case of investments amounting to 50 % or
more) or margin nos. 240 (in case of listed real estate companies);
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o structured products and securitized loans as described in margin nos. 197 and 214, respectively;

. alternative investment schemes pursuant to margin nos. 317-350.

Depending on the instrument, it may be subject to specific qualitative requirements as well as high liquid-
ity requirements for the entire investment instrument or a so-called look-through approach. An indirect
investment that contains a direct investment not eligible for recognition is only permitted if the specific
requirements for indirect investments are met and if based on its characteristics, the disadvantages of the
direct investment'’s ineligibility do not affect the indirect investment as well.

Example: An investment in a property which is relatively illiquid and which is difficult to value and there-
fore is not permitted as an investment in the tied assets may also not be deemed eligible as a permitted
investment if it is restructured into an indirect investment. Recognizing it is only possible if the risk situ-
ation has factually improved for the investor, as illustrated in the following presentation using an invest-

ment in real estate.

Structure

Eligible for
recognition?

Reason

Direct investment: llliquid,
difficult-to-value investment in
real estate

No

Realizability and valuation difficult
(margin no. 246)

Restructuring into a single- No The look-through approach is used, treated like a

investor fund direct investment (margin no. 494)

Restructuring into a real estate No The look-through approach is used, treated like a

company direct investment (margin no. 283)

Creation of a structured product | No Every single element of the structured product as

with participation certificate in well as the underlyings of the derivative transac-

real estate tion must be eligible for recognition (margin no.
199)

Incorporation of an alternative No Traditional funds, which are not eligible for recog-

investment, i.e. an investment nition as direct investments cannot be reallocated

in an undertaking that itself into the category alternative investments

holds the relevant property in its (margin o. 331)

portfolio.

Creation of a collective invest- Yes, if Restrictive requirements apply to collective

ment scheme in accordance criteria are investment schemes: constant realizability in a

with Article 82(1) ISO fulfilled liquid market and being subject to an effective

fund regulatory authority (margin no. 484). The
result is a liquid, diversified and supervised real
estate portfolio.

e) Additional securities in case of investments not eligible for recognition

Should an investment contain a single component not eligible for recognition, the entire investment is
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no longer eligible to be included in the tied assets. If this investment contains an additional security, the
investment may be eligible for the tied assets only if the security compensates for the shortcomings of
the part that is not eligible.

f) Limits
aa) Generalities
Based on Article 83 ISO, limits are set for specific investment categories.

The maximum of investments in a certain investment category is restricted to the indicated limit expressed
as a percentage of the permitted assets of each individual sets of tied assets.

In doing so both fundamental limits (cf. margin nos. 113-122) as well as specific limits must be observed.

An excess of the limit defined shall be allowed in the framework of excess cover of the permitted assets.
Limit excesses shall remain within the excess cover if all limits are still adhered to despite the removal of
assets from the tied assets and the required amount of the tied assets remains intact.

The insurance company shall ensure with appropriate measures that limits are adhered to at all times.
Securities which are used for securities lending or repos shall be taken into account when calculating the
limits.

bb) Counterparty limits

An exposure to a particular counterparty shall not exceed 5% of the required amount in a set of tied
assets. If an exposure towards a counterparty is higher, it shall be submitted to FINMA for approval
immediately.

Receivables from the Swiss Confederation or cantons, cantonal banks with a state guarantee and from
Swiss mortgage bond institutions are exempted from the 5% limit. Receivables from debtors that are
fully backed by a state government with a credit rating of 1 at all times are also exempted from this limit.

In order to determine the net exposure, all of the receivables and capital investment instruments from
this counterparty held in the tied assets are to be accumulated. If the insurance company invests in
several companies of a particular group, then the total exposure towards this group is of significance. In
order to determine the net exposure, the guarantees which have been given to insurance companies (for
instance, related to structured products) shall also be counted. Collateral received may be deducted from
the exposure.

cc) Foreign currency limits
Insurance companies’ obligations shall be covered by investments in matching currencies. Investments

other than in the reference currency shall be limited to 20 % of the tied assets’ required amount. The
reference currency is deemed to be the currency in which the insurance company writes policies.
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dd) Exceptions

An insurance company may request to deviate from the limits set for the categories of shares and other
exchange-listed equity securities (margin no. 244), real estate (margin nos. 266-269), mortgages (margin
nos. 291-293) as well as the limits set for the net currency exposure (margin no. 116) and ask for a limit
specific to its institution. The insurance company may request its own limits under the following circum-
stances:

o The insurance company shall provide a plausible explanation that the requested limits have no neg-
ative impact on the company's solvency.

. The insurance company shall demonstrate that it has an adequate risk management for the invest-
ment categories in question.

The insurance company shall be able to prove that it can adhere to the principles of this circular at any giv-
en time in regard to the tied assets despite its chosen limits and that it has given sufficient consideration
to the possibility that the required amount of a set of tied assets may experience a funding gap due to a
marked impairment of the relevant investment category. Therefore, the insurance company shall check
with regular tests that stress scenarios applicable to the tied assets do not also lead to a funding gap
in the required amount of tied assets if its own limits are applied. This view shall also include the free,
unencumbered assets.

o The conditions shall be fulfilled at all times, even after the approval has been given. As soon as the
conditions for own limits are no longer met, the insurance company shall adhere to the prescribed
limits.

ee) Unit-linked life insurance

For unit-linked life insurance, the tied assets shall be managed with the assets that make up the underly-
ing assets of the policies. This is why the quantitative limits of this circular do not apply to the segregated
sets of tied assets of unit-linked life insurance (Article 77(1)(b) ISO). For the segregated tied assets of life
insurance linked to internal investment portfolios or other reference assets (Article 77(1)(c) ISO) only the
limits “exposure to counterparty” and “securities lending and repos” shall be considered. However, those
limits may be exceeded only if the policyholder has been explicitly informed of the deviation of these
limits prior to concluding the policy.

d) Respect of investment principles even for small permitted assets

Smaller insurance companies shall also adhere to the investment principles of security, ALM, profitability,
diversification and liquidity (cf. margin nos. 25-37).

Smaller insurance companies which disclose only a small required amount in tied assets may request to
be exempted from the 5% counterparty limit (margin no. 113) if this is justified. Apart from the reasons
for the intended deviations from the counterparty limit, the request shall also contain data on the debtors
of receivables which make up more than 5% of the required amount of the tied assets as well as the
requested limit to the counterparty limits in consideration of the principles of an adequate diversification.

Circular 2016/5 Investment Guidelines — Insurance Companies | 17

17

118

119

120

121

122

123

124



m FINANCIAL SERVICES

h) Ensuring recoverability

The insurance company shall review the recoverability of the individual investments and take into con-
sideration their impairment due to a lowered credit rating. Should the investment’'s recoverability be
jeopardized (necessity of an impairment), the normal valuation method (e.g. amortized cost method for
bonds) used to determine the eligibility for recognition in the tied assets must be deviated from; instead,
eligibility shall be at market value at most (cf. Article 95(2) ISO). In particular, this may affect the following
investment categories:

o Cash deposits (cf. margin nos. 181-185)

o Bonds, convertible bonds (cf. margin nos. 186-196)

. Structured products (cf. margin nos. 197-213)

o Other promissory letters (cf. margin nos. 227-239)

o Mortgages (cf. margin nos. 288-316)

. Derivative financial instruments (cf. margin nos. 351-478)

i) Foreign assets

It is possible to allocate foreign assets in accordance with Chapters IV and V if the conditions stipulated in
margin nos. 39-43 are met or the special provisions explicitly regulate such an allocation.

j)  Group-internal relationships

Group-internal investments — in particular equity interests, treasury shares or shares of other group com-
panies, own bonds, bonds issued by other group companies, loans granted to group companies, deriva-
tive financial instruments based on transactions with group companies — are not eligible to be recognized
in the tied assets, with the exceptions listed below:

Loans to investment companies that fulfill the requirements of Article 82(4) ISO may be allocated to the
tied assets and included at nominal value if the debtor does not carry any loans granted to group compa-
nies in its books.

Equity interests in investment companies that fulfill the requirements of Article 82(4) ISO may be allocat-
ed to the tied assets at its net asset value (NAV).

Loans granted to real estate companies where the granting entity holds more than 50% may be allocated
to the tied assets at nominal value, provided the liquidation of the company could be enforced and the

debtor does not carry any loans granted to group companies in its books.

Equity interests in real estate companies as per Article 79(1)(f) ISO may be allocated to the tied assets at
NAV, provided the equity interest amounts to more than 50% and a liquidation could be enforced.
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This is to avoid that group-internal investments whose liquidity is doubtful in case of a bankruptcy may be
allocated to the tied assets. This is also done to avoid double gearing.

k) Credit ratings
The following credit ratings are to be used to manage the tied assets:
Credit rating 1:

Highest grade debtors. The debtor’s ability to fulfill its financial obligations is excellent. Even in the long
term, the default risk is practically negligible.

Credit rating 2:

High grade debtor. The default risk is practically negligible but in the long term it may be more difficult to
determine. The debtor's ability to fulfill its financial obligations is good.

Credit rating 3:

Upper medium grade debtor. Secure investment, provided there are no unforeseen events that affect the
entire economy or industry. The debtor’s ability to fulfill its financial obligations is strong but slightly more
susceptible to negative influences, such as external circumstances and economic conditions.

Credit rating 4:

Lower medium grade debtor. On average good investment. However, if the entire economy deteriorates,
this debt will also be affected. The debtor's ability to fulfill its financial obligations is adequate, but more
susceptible to negative economic circumstances.

Credit rating b:

All investments that do not fulfill the prerequisites to be assigned a credit rating of 1-4.

For the regulatory purpose of managing the tied assets, the insurance company shall use ratings only of
recognized rating agencies in accordance with FINMA circular 2012/1 “Rating agencies” or its own credit

ratings.

Own credit ratings shall meet the following requirements:

They shall be prepared at own risk in accordance with comprehensible criteria.
. They shall present the probability of a default risk from the insurance company’s view.

o Information sources shall be critically questioned in regard to the origin of their data, their objectivity
and reliability.

o They shall be reviewed regularly and if necessary, adapted.
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o The processes used to prepare and use them shall be documented.

FINMA shall be informed if the insurance company outsources the process (Article 4(2)(j) ISA). The insur-
ance company shall be responsible for the quality of its credit rating assessments.

G. Safekeeping assets
a) Safekeeping assets at own company

Movable assets allocated to the tied assets may be safekept with the insurance company or the Swiss
branch office (Article 86(1) ISO). The insurance company shall inform FINMA of the assets it safekeeps
at its own company as well as the exact location (address, room number, safe-deposit box number, etc.).

b) Safekeeping assets at another company

Safekeeping assets at another company is acceptable if the safekeeping entity is liable for the fulfillment
of the safekeeping duties towards the insurance company in Switzerland (Article 87(2) ISO). The insurance
company and the safekeeping entity shall sign the rider (see annex) for each of these business relation-
ships (deposits/accounts). FINMA shall be informed of the assets held by a safekeeping entity other than
the insurer, the safekeeping entity, the place of safekeeping and the depository and any changes made to
these. A copy of the rider shall also be filed.

The assets maintained with a safekeeping entity other than the insurer shall be eligible for recognition in
the tied assets if they fulfill the formal conditions and after FINMA has been notified.

c¢) Safekeeping abroad

It is permitted to safekeep assets at the insurance company or at a separate entity abroad if the foreign
bankruptcy law guarantees the seniority of the claim to the tied assets pursuant to Swiss law (Article
87(3) ISO). The insurance company shall ensure that this condition is fulfilled in case it safekeeps assets

abroad.

In case it keeps assets abroad, the insurance company shall prove that the conditions of margin no. 156
are fulfilled with an official confirmation or a well-founded legal opinion.

d) Modalities of safekeeping
The assets allocated to the tied assets shall be segregated from the insurance company's other assets
and segregated by the different sets of tied assets, and labeled as such. The accounts and deposits shall

be marked as being related to the tied assets, with an explicit mention of the tied assets.

Safekeeping in the form of intermediated securities is permitted.
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H. Non-life insurance claims made to reinsurers
a) Principles

The reinsured parts of the reserves for the tied assets of non-life insurers shall be eligible for recognition
in accordance with Article 68(2) ISO.

The eligibility of the reinsured parts of the reserves and their approvals shall depend on the reinsurer
not the amounts to be reinsured. Once a reinsurer's eligibility has been approved, the current amount of
the reinsured parts shall be eligible for recognition, provided the limits stipulated in margin nos. 162-169
are adhered to. The eligibility of the reinsured parts of the reserves held towards the reinsurer may be
requested as soon as a relevant reinsurance policy exists, regardless of whether reinsured parts of the
reserves already exist or not.

b) Eligibility for recognition and limits
Reserves recoverable from insurers shall be eligible for recognition at 100% of the amount that is current;

reinsurers in run-off it shall be 75% of the amount current. In any case, the eligibility for recognition is
limited in accordance with the credit ratings stipulated in margin nos. 139 - 144, as follows:

o In case the reinsurer’s credit rating is 2 or better: 20% of the required amount of the tied assets
o In case the reinsurer’s credit rating is 3: 10 % of the required amount of the tied assets
o In case the reinsurer’s credit rating is 4: 5 % of the required amount of the tied assets

o Reserves for tied assets reinsured with reinsurers with a credit rating of 5 are not eligible for recog-
nition.

For reinsurance recoveries on the reserves arising from policies of captive insurance companies belong-
ing to the same group as the insurance company, these limits are reduced by 50%.

Eligible reinsured parts of reserves which concern several reinsurers belonging to the same group, the
total of the eligible amount is limited to 1.5 times of the limits (based on the credit rating of the group)

(margin nos. 162-166).

Upon request, the FINMA may approve an eligibility for recognition exceeding the limits stated, provided
this does not jeopardize the tied assets.

c¢) Special reinsurance relationships

Up to 10 % of reinsured parts of reserves related to the Swiss elementary damage pool may be included
in the required amount of the tied assets.

d) Application and approval procedures

The FINMA-provided form shall be used for applications. If insurance companies have concluded reinsur-
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ance policies with branch offices of reinsurers, the name and the domicile of the headquarters shall be
indicated on the form.

In justified cases, FINMA may limit the approval, i.e. to approvals listed in margin no. 169.

Applications are deemed to have been accepted if the FINMA does not begin a review within four weeks.
If circumstances change, especially concerning the credit standing of the approved reinsurer, the rec-
ognition shall be adjusted according to the limits designated in margin nos. 162-166 and FINMA informed

immediately.

Should another reinsurer be approved in addition to the already approved ones, the application shall list all
of the reinsurers. Qutstanding approvals shall be marked accordingly.

I. Approvals in accordance with Article 79(3) ISO
Upon request, FINMA may approve the recognition of other assets in the tied assets, if these do not

jeopardize the tied assets (Article79(3) ISO). FINMA shall base itself especially on margin nos. 23-159 of
this circular when assessing the applications.

J. Reporting to FINMA
The insurance company shall inform their audit firms of the required amount in tied assets that they have
calculated together with the inventory of the assets within three months after the closing of the accounts.

It shall report to FINMA within four months after the closing of the accounts (Article 72(1) I1SO).

Insurance companies domiciled in Switzerland shall report any insurance portfolios held abroad for which
they have to provide a security.

Every year, FINMA shall define the parameters and the reporting process for the tied assets.

IV. Investment types in tied assets

In addition to the generic principles listed above, the following principles shall apply to investments.

A. Cash deposits

a) Permitted assets

Cash and cash deposits, namely cash in bank and fixed-term deposits and other money market invest-
ments shall be permitted. Other money market investments shall include short-term money market
investments with a maturity period of up to 12 months.

b) Special requirements

The rider in accordance with margin no. 154 shall be signed with the counterparty also for cash deposits or
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account balances. In particular, the rider shall exclude any debtor rights concerning pledging, lien, netting
or similar.

For receivables from debtors domiciled abroad, margin no. 132 shall be observed.
¢) Valuation

Investments in this category shall be valued at most at nominal value, taking into consideration the secu-
rity and the income (Article 93(2) 1SO).

Money market book claims shall be included at no more than at market value. If they are not listed, the
usual valuation method used by the market shall be applied.

B. Bonds, convertible bonds

a) Permitted assets

This category shall include the following assets:

o sovereign bonds

o bonds issued by cantons, cities or communities or other public-law entities

o bonds issued by supranational organizations

o special-law mortgage bonds (covered bonds)

o corporate bonds (banks, finance companies and other corporate bonds)

o medium-term notes drawn on a banking institution holding a Swiss license

Moreover, the following types of bonds are also permitted:

o convertible bonds with bond characteristics and warrant bonds

o replicating bond portfolios as per margin nos. 422-431

Convertible bonds shall be deemed to be either convertible bonds with bond characteristics or convert-
ible bonds with share characteristics. If the market value of the convertible bond is higher than 130% of
the nominal value, it may be allocated to the category “shares” (Article 79(1)(e) ISO). Should the market
value fall below 130% of the nominal value at a later date, the convertible bond shall remain in the cate-
gory “shares” Convertible bonds where a conversion into shares is mandatory (e.g. mandatory convert-
ible bond, mandatory convertibles, contingent convertible bonds [CoCo bonds]) shall be allocated to the

category “shares”

For shares issued by foreign issuers, margin no. 132 must be taken into account.
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b) Prohibited assets
Investments are not allocatable if they were issued as bonds but have to be allocated to another category
due to characteristics listed in this circular. Examples of this would be bonds issued by special purpose

vehicles for the purpose of a risk transfer or securitized debts (ABSs, CDOs, etc.).

Insurance-linked securities (e.g. cat bonds) shall be allocated to the category “structured products”
(margin no. 197).

Write-off bonds cannot be allocated to the tied assets.
c) Valuation

The maximum allocation value shall be calculated according to a scientific or linear amortized cost method
plus accrued interest (Articles 88(1) and 88a ISO).

In the case of the scientific amortized cost method, the difference between the purchase value and
redemption value has to be written off or revalued during the residual maturity period on the balance
sheet date to the extent that the initial intrinsic interest rate (yield to maturity) may be maintained. In
doing so, the purchase cost shall be applied with accrued interest (clean price) (Article 89(1) ISO).

In the case of the linear amortized cost method, the difference between purchase value and redemption
value shall be apportioned in equal amounts as write-off or revaluation over the residual maturity period.

This method shall also use the purchase cost without accrued interest (Article 89(2) 1SO).

Convertible bonds allocated to bonds according to margin no. 188 shall be included using the amortized
cost method.

C. Structured products

a) Definition

Structured products are investments in the form of a bond or a debt covenant where a spot instrument
(for instance securities bearing fixed-interest) is combined with one or several derivative financial instru-
ments to form a legal and economic unit. The derivative financial instruments shall relate to underlying
instruments, such as shares, bonds, interest rates, exchange rates or alternative investments.

b) Permitted assets

Structured products shall be permitted if they meet the following requirements:

. The individual components (e.g. spot instrument or derivative) meet the requirements of the rele-
vant category in the tied assets;

. The structured product may not contain either a delivery or purchase commitment.

o No margin calls are allowed.
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¢) Recognition and valuation

Structured products shall be valued and included in the tied assets according to one of the methods
below. The selected method shall be maintained until the structured product is sold or redeemed.

1. The structured product as a whole (overall view)
The structured product as a whole shall be valued at fair value.

Depending on the embedded risks, the structured product as a whole shall be allocated to only one cate-
gory of the tied assets and be subject to all of the requirements of that particular category.

For example, an index certificate consisting of money market investments and long futures drawn on a
share index may be allocated to the category “shares” as a whole.

Should the structured product contain various embedded risks, the whole shall be allocated to the cate-
gory with the strictest requirements in regard to recognition and eligibility.

For instance, if a spot instrument is combined with several different derivatives that participate in both
share indices and commodity indices, it shall in its entirety be allocated to the category “alternative
investments”

2. Breaking down structured products into individual components

Should a structured product be broken down into components eligible for recognition, these individual
components shall be included in the relevant investment categories. In doing so, the valuation and eligi-
bility requirements of the relevant investment category for the tied assets shall apply.

For instance, a zero bond combined with a long call option may be broken down into the categories
“Bonds"” and “derivatives” The valuation of the zero bonds shall take place at amortized cost, the option
is allocated at market value.

d) Special requirements

The requirements applicable to foreign counterparties shall be taken into consideration (margin no. 132).

Investments in insurance-linked securities shall be permitted as long as the risks arising from these
investments do not have a positive correlation with the insurance company’s own risk.

e) Limits

The limits of each category to which they are allocated in accordance with margin no. 199 shall apply to
structured products or their individual components if broken down.

f) Organization, know-how and investment process

Insurance companies investing in structured products shall have qualified and expert staff, an investment
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strategy that foresees such instruments, an investment management that takes into consideration the
particular needs, a properly implemented and fully documented investment process, an appropriate risk
management as well as an adequate system infrastructure (margin no. 76).

D. Securitized debt
a) Definition

Securitized debts are risk transfer instruments that transfer the credit risk from exposures brought into
a pool of debt instruments to the buyers of the securitized debts. Securitized debt may be broken down
into different tranches (senior, junior and equity tranches). The pool of debt instruments may have a stan-
dardized or a mixed composition and consist of physical or synthetic (structured) receivables. Examples of
securitized debts are Asset Backed Securities (ABS), Mortgage Backed Securities (MBS, RMBS, CMBS)
and Collateralized Debt Obligations (CDO, CBO, CLO, CMO, SFCDO).

b) Permitted assets

An investment in securitized debt shall only be permitted if the insurance company is capable of assessing
its transparency, degree of complexity, recoverability (valuation) and risk.

c) Prohibited assets
In particular the following values are prohibited:
o Intercompany transactions involving securitized debt (margin nos. 133-138).

. Investment in the high-risk tranches of a securitized debt, i.e. in particular in the equity tranche,
junior tranches or mezzanine tranches. Investments in higher quality tranches (senior tranches,
supersenior tranches) are also excluded if their credit rating is lower than 4 after all of the relevant
aspects have been taken into consideration. This assessment may not be based on external credit
enhancements (e.g. guarantees or pledges). Therefore, the assessment of the underlying assets is
relevant. Structural credit enhancements (e.g. excess spreads, escrow accounts, overcollateraliza-
tion) may be included in the analysis. The assessment process must meet the requirements stated
in margin nos. 221-224.

Investments in securitized debt, where the receivables pool is actively managed (managed CDOs)
if this limits the insurance company’s ability to assess risks and recoverability. Investments in man-
aged CDOs are permitted if the investment restrictions and the management of the pool of debt
instruments is designed in a way that the insurance company can trace the impact of changes in the
composition on risks and recoverability in a timely manner.

o CDOs of CDOs and similarly complex structures.

d) Organization, know-how and investment process

Insurance companies investing in securitized debt shall have qualified and expert staff, an investment
strategy that foresees such instruments, an investment management that takes into consideration the
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particular needs, a properly implemented and fully documented investment process, an appropriate risk
management as well as an adequate system infrastructure (margin no. 76).

The insurance company shall analyze the risks of securitized debt and understand these. If third parties
are involved in this analysis, any conflicts of interests shall be eliminated beforehand. The underlying
pool of debt instruments shall be closely examined for its composition and recoverability (assumptions
regarding the spread of default probability and recovery rates). An understanding of the markets for the
debt instruments in the pool of debt instruments is necessary to assess the value developments of a
securitized debt. Whether the pool of debt is physically available or synthetic (e.g. created with the help
of credit default swaps) shall also be considered, as well as whether the securitization relates to the cash
flows or the market values, whether the pool of debt instruments is fixed or actively restructured, etc. A
close examination of the structure is imperative in order to determine the recoverability and risks of the
securitized debt. An analysis of the securitized debt usually requires a dismantling into the different layers
of the securitization. The risks and embedded hedges are to be closely scrutinized at every level in regard
to their effect.

The volume ratio of the purchased tranche and the portfolio covering the tranche in question (subordina-
tion), the size of the subordinated tranches as well as the structure of the cascade shall be examined in
depth.

The insurance company shall set up a due diligence process which guarantees a comprehensive and
in-depth analysis of the structure, underlying risks and framework conditions of the securitized debt. This
examination shall serve to ensure that investments are restricted to securitized debt where the recov-
erability and risks can be traced at all times and where the risks are commensurate with the insurance
company'’s risk policy.

e) Limits

The investment in securitized debt shall be limited to 10% of the required amount. The included part for
each investment shall not exceed 1% of the required amount.

f) Valuation

At maximum, securitized debt shall be included at market value. Upon determining the value, the quality
of the valuation shall also be reviewed (e.g. regarding the market'’s liquidity).

E. Other promissory letters

a) Permitted assets

For this category, promissory letters granted to the following may be included:
. Swiss public-law entities;

. Banks domiciled in Switzerland;

o Other debtors domiciled in Switzerland with a credit rating of at least 3.
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The allocation of any other promissory loan notes to the tied assets shall be subject to FINMAs prior
approval.

b) Prohibited assets
The following promissory letters may in particular not be included in the tied assets:

o Loans to private-equity companies (these are to be treated as alternative investments as per Article
79(1)(h) 1SO.

. Policy loans;

. Loans to group companies (cf. margin nos. 133-138);

. Guarantees, letters of credit, etc.

c¢) Special requirements

Any promissory letter shall be in writing and legally valid.

The debtor shall specifically waive any rights to net, of lien or similar (margin no. 38).
d) Valuation

The valuation shall take place taking into consideration the loan’s recoverability in relation to the nominal
value (cf. margin no. 125).

F. Shares and other equity securities
a) Permitted assets

Shares, bonus shares, participation certificates, convertible bonds with share characteristics, share certif-
icates of co-operatives and similar securities shall be permitted.

All securities in this category shall be traded on a liquid and regular market and sellable at short notice.
Securities listed on a secondary stock market but which are not traded regularly are not permitted.

Convertible bonds shall be deemed to be either convertible bonds with bond characteristics or convertible
bonds with share characteristics. If the market value of the convertible bond is higher than 130% of the
nominal value, it may be allocated to the category “shares” Should the market value fall below 130% of
the nominal value at a later date, the convertible bond shall remain in the category “shares” It is mandato-
ry to allocate convertible bonds where a conversion into shares is mandatory (e.g. mandatory convertible
bond, mandatory convertibles) to this category. CoCo bonds shall be treated like mandatory convertible
bonds.
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b) Prohibited assets

Shares not traded and shares of affiliated companies are prohibited investments for tied assets (cf. also
margin nos. 133-138).

c) Limits

At most, 30% of the required amount of the tied assets may be invested in shares and other equity inter
est securities.

d) Valuation

Equity interest securities and convertible bonds with share characteristics can be included at market value
at the most (Articles 93(1) and 88(2) ISO).

G. Real estate
a) Permitted assets

Objects which are easily realizable and where the valuation is fairly straightforward may be allocated to
the tied assets.

aa) Direct investments in real estate: Types of buildings

The following types of buildings owned solely by the insurance company may be allocated:
. Residential properties: Single-family houses, multi-family buildings and condominiums;
o Commercial property: Office and administrative buildings;

. Mixed-use properties: Properties with residential and commercial use, as per margin nos. 248 and
249, regardless of the size of their units;

o Mixed-use properties with parts that are not eligible for recognition.
Objects that, besides a residential or commercial part also have a non-eligible part as per margin no. 258
may nonetheless be fully included based on the full net rental income if the includable part makes up at

least 70%.

Objects which have a retail surface of more than 30% as per their net rental income may be included if
they are located in the center of a city.

bb) Leasehold
Should the insurance company be the granter of a leasehold, this may be included if

o The building right is registered in the land registry;
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o The leasehold provides a regular, long-term, contractually secured income;

o The creditworthiness of the party taking the leasehold is good; and

. The property contains only permissible buildings (margin nos. 247-253).

Should the insurance company be the taker of a leasehold, this may be included if 255
. The building in leasehold is registered in the land registry; and

. The building in leasehold is permissible (margin nos 247-253).

cc) Real estate companies

Units held in companies whose sole purpose is the purchase and sale as well as the renting out and leas- 256
ing of residential and commercial property held by it, provided more than 50% of all units are held and a
liquidation according to company law (Article 736(2) CO) could be enforced.

b) Prohibited assets

Objects which are only realizable with difficulty and where the valuation is complex may not be allocated 257
to the tied assets.

For example, the following objects do not meet the criteria stipulated in margin no. 246: 258

o Plots of land (although plots where a new building is going up in accordance with margin nos, 247-
253 may be included)

o Half-finished buildings

. Production sites, warehouses, distribution centers

o Sports complexes

o Shopping malls if they are located outside city centers
. Hotels, restaurants

. Old-age homes and senior residences

o Schools

o Collectors’ and luxury objects, vacation homes

. Objects in co-ownership

o Objects in need of remediation as per the Contaminated Sites Ordinance (Article 2 CSO; SR 814.680)
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o Foreclosure objects (if the insurance company has taken over the object as mortgage creditor)
Moreover, the following are not permitted:

o Properties abroad - independent of whether these are held directly or indirectly by a real estate
company as per margin no. 256.

. Any properties that have been encumbered with pledges.

In justified cases, an exemption may be made, such as for

o Old-age, nursing homes, senior residences
The possibility to repurpose these objects has to be demonstrated with costs and included in the
valuation. The value of the property after the repurposing shall be eligible for recognition minus the
repurposing costs.

o Foreclosure objects
Details on the valuation and its review are to be submitted with the application.

o Contaminated buildings

The valuation shall include an expert opinion on the expected remediation costs. Both are to be
submitted with the application.

If there are guarantees for the assumption of full remediation costs by the causing party or the
government, these are to be submitted at the time when applying for an exemption.

c¢) Limits

Real estate may be recognized only up to 25% of the required amount.

A single property may not make up more than 5% of the required amount.

Real estate and mortgages are limited to 35% for recognition in the required amount.

When calculating the limit, the units in real estate companies (also see margin no. 256), real estate funds
and other instruments, which could increase or decrease the real estate exposure shall also be consid-
ered.

d) Valuation

aa) General principles

Real estate may be included in the tied assets at a maximum of its market value.
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The market value shall be deemed the amount at which the object could be sold or purchased in an arm'’s
length transaction in the normal course of business between knowledgeable, willing and independent
market participants.

The insurance company shall determine the market value of all its held real estate and land plots. The
principles of individual valuation and valuation consistency shall be adhered to.

The principle of individual valuation requires that each property in a real estate portfolio be valued at
market value individually.

The principle of valuation continuity states that real estate shall be grouped in groups of comparable prop-
erties, taking into consideration the adequate procedure or the market value of that particular grouping
and that the valuation method be used consistently and continuously for each group.

bb) Direst investments

The market value of a property may be estimated using the following valuation method:

o Discounted cashflow method (DCF)

. Capitalized earnings method

. Hedonic method

It shall be ensured that the valuation method is on the whole appropriate for the market value (margin nos.
270-274) of each property group.

In case the hedonic approach is used, the insurance company shall ensure that the hedonic estimate is
based on recognized statistical methods and on well-founded data.

If values are available that have been determined in accordance with IFRS, US GAAP or Swiss GAAP FER,
which have been audited and that are deemed market values in accordance with margin nos. 270-274,
these shall be used.

Plots of land in a construction zone shall be recognized at the market value of the plot at most.

In special cases, FINMA may grant an exemption.

cc) Leasehold properties

The market value of all leaseholds shall be determined with a standardized method.

When determining the market value of leasehold properties the special circumstances of the leasehold
shall be taken into consideration.
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dd) Real estate companies

In the case of equity interests of 50% or more, the net asset value (NAV) for this part shall be deemed
as the market value. When calculating the NAV, the properties held as direct investments are valued in
consideration of any obligations. Properties not eligible for recognition shall carry a value of zero.

ee) Reviewing valuations

In order to review the identified market value all properties shall be valued completely individually by a
real estate appraiser (including seeing the property in person) at an interval of 10 years. The estimated
value shall be based on this person’s expertise and shall be neutral. The review shall also serve to update
the file.

The insurance company shall document the review process and ensure that information gained in this
review of the estimated value of individual properties also flows into the definition of the parameters of

models.

Should the insurance company have another concept to periodically review the values, it may submit this
to FINMA for approval.

e) Documentation

Each insurance company shall keep files on the objects recognized which are complete, current, under
standable and verifiable. These must allow independent third parties to determine the current condition
of the property, the contractual basis, the income, any encumbrances as well as the fundamental data of
the current valuation.

H. Mortgage loans

a) Permitted assets

Mortgage loans (mortgages) may be included in the tied assets, provided the real estate security is a
property in accordance with margin nos. 247-253 or a building in leasehold (cf. margin nos. 254 and 255).

b) Prohibited assets

Mortgage loans relating to non-allocatable real estate securities may not be allocated to the tied assets.
Exceptions are listed in the provisions on real estate (margin nos. 257-258, 260).

Mortgage loans are not allocatable to the tied assets if they are subordinated to other mortgage-backed
receivables. An exception exists for legal mortgage liens that have been recorded retroactively and for
mortgages that are recognized in the same tied assets.

c) Limits

Mortgages may be recognized only up to 25% of the required amount.
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A single mortgage may be recognized only up to 5% of the required amount.

Real estate and mortgages recognized in the required amount cannot exceed 35%.

d) Credit review and loan feasibility

Prior to granting a credit, the insurance company is obliged to perform a credit review. This includes the
review of the debtor’s credit standing (creditworthiness and borrowing power) as well as of the securities
provided. These shall be defined in an understandable and conclusive manner in the insurance company'’s
internal directives.

Calculations of the feasibility shall be based on the long-term income and expenditures of the debtor in
case of owneroccupied residential properties or income and cost components for investment properties,

respectively. The assessments shall be documented and stored for the duration of the mortgage.

The insurance company shall guarantee that the assessments of the credit standing and feasibility are
performed systematically.

The insurance company shall define the procedure in internal directives. These define how the credit
standing and feasibility are to be proven and documented. They shall also define the imputed long-term
mortgage rate as well as the maximum lending limit for the feasibility calculation to be used.

e) Valuation of real estate liens

The insurance company shall determine the market value of the real estate lien diligently, systematically
and periodically using standardized principles and in consideration of all relevant information.

Should the purchase value be higher than the market value, the market value is of relevance.
aa) Permitted determination procedures

A real estate appraiser shall determine the market value of the mortgaged property. The estimated value
shall be based on this person’s expertise and be independent of instructions.

The estimate of the object in question’s value may be performed as follows:
. Discounted cashflow method (DCF)

o Capitalized earnings method

. Hedonic method

. Mean value method
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bb) Mortgages for leasehold properties

When determining the market value of leasehold properties, the special circumstances shall be taken into
consideration.

f) Loan monitoring
aa) Re-assessment of credit standing and feasibility

If events that could affect the creditworthiness become known, the institution shall perform a re-assess-
ment and, based on these, define appropriate measures.

bb) Monitoring and reviews of market value of mortgaged properties

The insurance company shall periodically (at least every 10 years) review the market value of mortgaged
properties where the loan-to-value ratio exceeds 20% or CHF 100,000. The periodicity and methodology
shall be defined by objective criteria that the insurance company has defined internally. The insurance
company shall document the monitoring process internally.

g) Valuation and recognition

aa) At nominal value

The valuation and recognition of mortgage loans is at nominal value at most.

bb) Lending limits

The full recognition in the tied assets may be at the lending limits listed below for each property:

o for residential and commercial properties as per margin nos. 248 and 249: 66 2/3% of the real estate
lien's market value.

. for mixed-use properties as per margin no. 250: 66 2/3% of the real estate lien's market value, pro-
vided the part that is not allocatable (relative to the income) is 30% or less.

. for mixed-use properties as per margin no. 253 situated in an urban center with the retail part as
measured in net rental income exceeds 30%: 66 2/3% of the real security’s market value. However,
the higher credit risk which such types of properties bear shall be taken into consideration.

. for residential properties with a residential part of at least 70%: 80% of the market value if the
parties have agreed on a regular, market-consistent amortization for the part above 66 2/3%. The
amortization may also take place indirectly.

o More than 80% of the real estate lien's market value for residential properties with a residential part of
at least 70% if additional collateral has been provided for the part above 80% (e.g. pledged insurance
policies) and the parties have agreed on a regular, market-consistent amortization for the part above 66
2/3%.The surrender values of the additional collateral may not be subject to negative value fluctuations.
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cc) Adjusted recognition value

Should mortgages ranked equal or senior be in excess of the lending limits described in margin nos. 306-
311, the mortgage shall be included only in part and up to the lending limit.

Should a mortgage debtor be in arrears for more than 7 months with agreed-upon interest and amortiza-
tion payments, a corresponding value adjustment must be made for this mortgage.

Arrears of more than 12 months shall make that mortgage ineligible for recognition.

h) Documentation

The credit relationship shall be documented in a file so it is complete, up-to-date, understandable and
verifiable. This concerns all documents that were used at the time the loan was granted as well as for the
credit monitoring and renewal, i.e. the relevant documents showing the borrower’s personal situation as
well as information on the real security (including valuation method used and the results of the valuation)
shall be in the file and accessible.

The results from the review of the borrower’s creditworthiness as well as the periodic valuation of the real
estate lien shall be documented. The documentation shall be maintained in such a way that they allow a
third party to be able to judge the real security, the loan decisions and the loan monitoring.

l. Alternative investments

a) Definition

Alternative investments may be summarized as investment possibilities which go beyond traditional
investments. A characteristic is the alternative investment character, i.e. the more flexible investment
possibilities, such as the possibility of short sales, leveraging, the use of more complex strategies and
investment in less liquid assets. Alternative investments are usually subject to less stringent supervision
and exhibit lower liquidity and transparency.

An insurance company may use alternative investments to further diversify its investment portfolio.

In view of these particularities, the generic principles of the tied assets shall have only limited application
to alternative investments. Alternative investments do not have to be securitized, dispose of a liquid mar
ket or be subject to an effective supervision.

b) Permitted assets

aa) Permitted investment universe

The following sub-categories are deemed to be alternative investments:

o Hedge funds

o Private equity
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. Private debt, including senior secured loans
. Commodities, including gold

Investments in infrastructure may be made in the investment category alternative investments in the form
of private equity and/or private debt. Infrastructure investments may also be allocated to other investment
categories of the tied assets if the relevant conditions are met.

bb) Structure of the investments

Investments in fund solutions are permitted. Investments in the listed sub-categories may also be
achieved by investing in collective investment schemes as per Article 71 CISA (other funds for alternative
investments) as well as foreign on-shore and off-shore fund structures.

Investments tracking indices, exchange-traded funds (ETFs) and baskets may be used as long as the
investments are diversified and highly liquid. The transparency regarding the framework on which the
investment is based shall be guaranteed so that the special requirements specified in margin nos. 334-
342 are fulfilled also for these investments.

Structured products relative to alternative investments may be used.

The tied assets may include gold ingots which meet the requirements of the Good Delivery Rules of the
London Bullion Market Association. Gold ingots safekept on own or others’ premises shall be kept sep-
arately for each tied assets and identifiable with the producer name, the serial number and the smelting
year.

Investments in other investment structures shall be approved by FINMA beforehand. At that time, insur-
ance companies shall prove to FINMA that all of the provisions listed in margin nos. 317-350 are main-
tained at all times.

cc) Special characteristics
To be allocatable to the tied assets, alternative investments shall have the following characteristics:

o Investments in alternative investments may be made in the sub-categories listed in margin no. 320.
However, each of the sub-categories shall be diversified in itself, with the exception of investments
made in gold.

. Divesting individual alternative investments is possible within customary deadlines or within 24
months at a maximum. With investments in private equity and private debt, longer deadlines apply.
Nonetheless, the insurance companies shall take care to consider the commitments in their liquidity
planning so that they have sufficient liquidity at all times.

o Investments in alternative investments may not cause any remargining or other liabilities to insur-
ance companies. This shall also apply in the case of insolvency. Moreover, the agreement shall pre-
clude any netting with the debts of the insurance company. Commitments entered into contractually
and limited in amounts are not deemed to be remargining.
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¢) Prohibited assets

Investments in other (traditional) investment categories without characteristics of alternative investment
or investments that do not fulfill the conditions stipulated in this circular may not be allocated to the tied
assets as alternative investments.

Direct investments (e.g. in specific private equity or infrastructure companies) may not be allocated.
Physical investments in commodities (with the exception of gold) are not permitted.

d) Special requirements

aa) Concept regarding alternative investments

Any insurance company wishing to invest in alternative investments shall submit its alternative invest-
ment concept to FINMA beforehand. It demonstrates how the provisions and requirements and duties of
this circular can be fulfilled.

The insurance company shall define in the concept which alternative investments it plans to engage in.

FINMA shall be notified of significant changes to already submitted concepts prior to the entry into force
of internal directives with which the concept would be implemented internally.

bb) Organization, know-how and investment process

Insurance companies investing in alternative investments shall dispose of qualified and expert staff, an
investment strategy that foresees such instruments, an investment management, which takes into con-
sideration the particular needs, a properly implemented and fully documented investment process, a risk
management appropriate for the risks as well as an adequate system infrastructure (cf. margin no. 76).

Investments in single funds is more demanding in regard to organization, know-how and investment pro-
cesses than investments in diversified funds of funds structures.

cc) Due Diligence

Investments in specialized and managed investments, such as hedge funds or private equity require a
comprehensive and in-depth review. A review shall require an investment-specific as well as operational
due diligence. For this, the insurance company shall perform a structured interview of the investment
manager as well as an assessment of the product documentation and its risks. A due diligence report
shall summarize all findings and results. In general, a due diligence questionnaire is not sufficient for this.

The insurance company shall have quantitative analysis instruments as well as a documented due dili-
gence concept so that both the selection as well as the continuous supervision of the investment take

place in accordance with recognized and accepted standards.

It is imperative that the requirements listed in margin nos. 317-350 be effectively adhered to.

Circular 2016/5 Investment Guidelines — Insurance Companies | 38

331

332

333

334

335

336

337

338

339

340

341



m FINANCIAL SERVICES

The due diligence may also be performed by an external expert.

e) Limits

The following limits shall apply to this investment category:

o The total of alternative investments may not exceed 15% of the tied assets.

. The recognized part for each sub-category (margin no. 320) may not exceed 10% of the required
amount.

o The recognized part for each fund of funds shall not exceed 5% of the tied assets.

o For all other investments, the recognized part in the required amount may not exceed 1% for each
investment. This limit does not apply to physical gold.

The insurance company shall ensure that commitments do not exceed these limits in the subsequent
years.

f) Valuation

According to Article 93(1) ISO, alternative investments shall be included only up to their market value. The
insurance company shall receive the net asset values (NAV) for hedge funds at least on a monthly basis
and for private equity and private debt investments on a quarterly basis.

g) Foreign assets

The general provisions on foreign assets (margin no. 132) do not have to be observed for alternative
investments.

J. Derivatives

a) General provisions regarding permitted values

aa) Permitted derivatives

According to Article 79 ISO, derivatives shall be permitted in the tied assets if

o The derivatives' underlying assets are permitted as per Article 79(1) ISO.
Underlying assets not only include direct investments (e.g. shares or receivables) but also assets
that track indices or interest rates. However, the condition that the underlying assets have to be
permitted for the tied assets shall also apply to index transactions.
Credit Default Swaps (CDS) shall be permitted in the tied assets solely for the strategies defined in

margin nos. 373-446. No other credit derivatives may be allocated to the tied assets. The market
liquidity of a CDS must be reviewed before using it and during its entire term to maturity.
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. They do not have a leverage effect on the tied assets; provisions of Article 79(2) ISO remain applicable.

A leverage effect takes place if the relative change in value of the derivative is larger than the relative
value of the underlying asset.

In order to avoid the financial impact from leverage effects on the tied assets, derivatives shall be
covered with liquidity and/or available underlying assets.

A negative leverage effect on the tied assets shall be excluded, i.e. a possible sale of a bond used
in the tied assets may not lead to a deficit of the required amount.

o They adhere to the principles stated in margin nos. 3-22.
bb) Permitted combinations

The combination of several basic types of derivatives which relate to the same underlying asset is permit-
ted. However, the following conditions apply:

o The various components of the combination must be split and valued separately.

. The individual components of the combination - after their splitting - must be allocated to one of the
strategies mentioned below (margin nos. 373-446).

. The obligation to provide cover according to margin nos. 5-17 must be adhered to.

cc) Not permitted values and transactions

The following derivative transactions may not be allocated to the tied assets:

. Derivatives which are not covered by underlying assets or liquidity.

o Derivatives based on prohibited underlying assets according to Article 79(1) ISO.

o Short sales, i.e. a forward sale of the underlying asset without actually owning it at contract date.

o Transactions that on the whole have a leverage effect on the tied assets; the provisions of Article
79(2) 1ISO remain applicable.

dd) Recognizing exposures in limits applicable to the underlying assets

Derivatives shall be considered when calculating the limits for a certain underlying instrument . The limits
applicable to derivative transactions are in addition to other limits in the tied assets.

ee) Valuation

Derivative financial instruments may be recognized at most up to their market value in the tied assets.
For exchange-traded derivatives (ETDs) the market value is the stock exchange value, for over-the-counter
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derivatives (OTC derivatives) the market value is the price at which the instrument can be closed-out/
settled. Therefore, the amount to be recognized in the tied assets shall be the positive or negative replace-
ment value.

If no current prices are available for derivatives or if no market values are available for OTC derivatives,
these must be calculated with the help of valuation models, which are adequate and recognized by the
practice based on the market values of the derivatives’ underlying assets. The valuations must be docu-
mented and verifiable at all times.

The amount recognized for the derivatives and the underlying asset must reflect the position’s true value
at all times: for example, for short-call options, the negative value of the derivatives shall be deducted
from the underlying asset. The combination of eligible derivative and eligible asset shall at best be recog-
nized in the tied assets at exercise price or strike price, respectively.

b) Derivative instruments for hedging assets

aa) Permitted derivatives

Hedging strategies shall serve to mitigate or eliminate the risks of price fluctuations, insolvency or currency
fluctuations on the value of assets.

Derivative instruments may be used as hedges only if they meet the following conditions:
. The hedged underlying asset is included in the tied assets.
o The obligations entered into is covered at all times by the underlying assets in the tied assets.

o Market fluctuations shall be mirrored in the recognition of the underlying asset in the tied assets.
For derivatives related to interest or credit risk, also see margin nos. 386-399 and 400-405.

o The hedge used shall allow an actual hedging of the market value of the underlying asset, i.e. the
absolute market value development of the underlying asset is compensated with the hedge. The
use of derivatives may not generate short positions after the underlying asset has been deducted
from the derivative, i.e. overhedging is not allowed.

o The instruments used may not leverage the tied assets.

A downside exposure may be effectively hedged with the following instruments:

o Long put options

o Short futures

. Short forwards

o Swaps
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Instruments used to finance hedges but which themselves are not actual hedges, such as short-call
options, may not be allocated to this category (see margin nos. 438-442).

Strategies which in their entirety represent a hedge (e.g. risk reversals, put spreads) may be allocated if
the following conditions are met:

o The underlying asset of the long and the short position shall be identical;

o The time to maturity of the short option shall be shorter or identical to the one of the long put (hedg-
ing) option;

o The net position from the underlying asset and the hedging strategy shall never lead to a short posi-
tion in the net;

o The counterparties of the strategy’s option transactions shall be identical and the transactions sub-
ject to the same netting agreement.

Derivatives on indices (e.g. short SMI futures, long SMI put options) may also be deemed as a hedge for
the tied assets. In such a case, it must be ensured that the structure of the hedged assets of the portfolio
is materially consistent with the structure of the index and that the portfolio yields correlate closely to the
index yields. As such, the hedged positions shall correlate closely with the index.

Hedging foreign currencies with a third currency (i.e. proxy hedge) is not acceptable as hedging. However,
if the insurance company internally documents a proxy hedge it happened to conclude and if it can pres-
ent plausibly that it was done for hedging purposes, the derivative may be allocated to the tied assets in
the relevant category of the reference currency.

bb) Limits
There are no limits as per margin nos. 373-405 for derivatives used to hedge assets.
cc) Derivatives used to hedge interest rate risk

Interest rate hedges for bonds valued with the amortized cost method may not be allocated to this strat-
egy, as they do not fulfill the conditions regarding the traceability of market fluctuations (margin no. 377).
Should interest rate derivatives nonetheless use the same master agreement as the tied assets (see
margin nos. 447-465), the company should choose the method described in margin nos. 387-399:

According to Articles 88 and 89 ISO, a security bearing fixed-interest may be recognized at a maximum
of the value determined with the amortized cost method. In doing so, the purchase value of the security
shall be written down or up to the redemption value for its remaining maturity term. According to Article
79(1)(i) ISO, hedging instruments that hedge an underlying shall not be recognized if the recognition in
the tied assets does not track market fluctuations. This means that a combined recognition of hedging
instrument (derivative) and underlying (bond) may not exceed the value determined with the amortized
cost method.

If the hedged value exceeds the value determined by the amortized cost method (or if it is equal), the
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interest rate derivative may be recognized in the tied assets at zero. This method meets the requirements
of both Articles 79(1)(i) and 88(1) I1SO.

If the hedged market value lies below the calculated value according to the amortized cost method at
the time of the hedging transaction this shall be deemed an impairment triggered by the purchase of the
hedging instrument (cf. margin nos. 125-131). In this case, the following alternatives may be applied:

o The value recognized for the bond shall be adjusted downwards to meet the hedged market value.
This new initial value of the security shall be written down or up to the redemption value for its
remaining maturity term. The derivative shall be recognized with a value of zero.

. Derivative transactions shall be settled with non-tied assets.

If concluding a macro hedge, the correction described above may cause technical problems for individual

securities. In such cases, it is allowed to apply the method described above at portfolio level, provided the

following conditions are met:

o The hedged assets shall be included in the tied assets. The obligations entered shall be covered at all
times with the respective underlying assets in the tied assets. The hedging instrument used allows
an effective hedging of the interest rate of the underlying assets (cf. margin no. 378).

o The insurance company shall flag the hedged bonds in the internal portfolio.

o The derivative shall be recognized at zero.

o Upon concluding the derivative transaction, the insurance company shall review whether the sale of
a hedged security would cause a deficit in the tied assets.

Such a test shall take place as follows:
[sum of hedged market values*] - [sum of all assets recognized in the AMC*]
* only bonds affected by the macro-hedge shall be taken into account.

o Should the test difference be negative, the tied assets have to show an excess of at least this differ
ence at all times up to the de-hedging.

o In its annual reports on the tied assets for the attention of the FINMA, the insurance company shall
disclose these test results (with up-to-date values).

dd) Derivatives used to hedge credit risk

In order to hedge the credit risk of the investment portfolios, the following credit default swaps (CDS)
shall be allowed:

o CDS for individual securities if the insurance company is a protection buyer
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. CDS for an index if the insurance company is a protection buyer

A CDS may be allocated to the tied assets as a hedge only if, in view of a credit event payment, the
definition of credit event and reference obligation have been designed in such a way as to provide a high
hedging security. If a portfolio is hedged with a CDS on an index, it must be assured that there is a high
correlation between the portfolio to be hedged and the index portfolio as far as the composition and the
portfolio weighting are concerned. Should the portfolio to be hedged and the index portfolio differ in com-
position and/or portfolio weighting so that a stable correlation is not a given, and thus the hedging effect
can be maintained only to a certain degree (proxy hedge or cross hedge), this hedging instrument cannot
be allocated to this strategy.

CDS drawn on a single security may be recorded at market value at most only if the bond (underlying) has
been value-impaired in the long term (cf. margin nos. 125-131 and the CDS therefore has lost its hedging
effectiveness. Should the underlying security be valued with the amortized cost method, the CDS is rec-
ognized at zero in the tied assets.

A CDS on indices used to hedge instruments shall always be recognized at zero in the tied assets.

c¢) Derivative instruments for hedging cash flows from actuarial commitments
aa) Permitted derivatives

aaa) Synthetic bonds

Synthetic bonds are investments that have the characteristics of fixed-interest securities. They are a
combination of financial instruments (e.g. fixed-term deposits and variable interest rates from a receiver
swap). Insurance companies are thus in a position to make investments with maturity terms that are not

available on the market in the form of fixed-interest securities.

The same provisions shall apply to synthetic bonds as to derivatives with a replicating strategy (margin
nos. 422-431).

bbb) Other derivatives

Swaptions and options that function like a long swaption (options on bonds with fixed coupons) may be
allocated to the tied assets.

Permitted options may be allocated under the following conditions:

o A hedging of the expected underwriting liabilities can be achieved. The need for a hedge may be
calculated for the entire portfolio (macro hedge).

o It is probable that the derivatives may be held to maturity. If derivatives are closed out prior to their
due date, this shall be justified in an internal report.

. A documentation of the transaction shall be submitted to FINMA that specifically shows that there
was no overhedge at the time the transaction was concluded.
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. The use of these derivatives must strive for a long-term effect; specifically, derivative contracts may
not be concluded for speculative purposes.

Recognizing other instruments shall be permitted only if a concept has been submitted to FINMA
beforehand.

bb) Limits

Premiums paid for open derivative financial instruments used to hedge cash flows from underwriting
liabilities (options as described in margin nos. 408-414) shall be limited to 5 % of the required amount of
the tied assets.

cc) Valuation

Swaptions and similar derivatives used to hedge underwriting liabilities may be recognized at a maximum
at the value determined with the amortized cost method (the amortization shall cover the period between

the time of acquisition until it is exercised).

The replicating strategies described in margin nos. 406-407 and 422-431 shall be valued according to the
categories to which they have been allocated.

In the case of synthetic bonds, fixed-term deposits may be valued and recognized at nominal value at
most. The recognition is done separately in a sub-category of securities bearing fixed-interest. The receiv-
er swap is recognized using the amortized cost method (Article 88(3) ISO). Should the receiver swap be
valued at zero at the time of the conclusion, it shall be included at zero for the entire time to maturity.
However, the swap may be settled under the same netting agreements as used for other derivatives of
the tied assets.

d) Derivatives used to prepare for an acquisition

aa) Permitted derivatives

The derivative strategy may foresee either the future purchase of certain underlying assets (preparations
for acquisition, margin nos. 420, 421) or the purchase of an underlying asset with derivatives to replicate
a strategy (replicating strategy; liquidity combined with a derivative, margin nos. 422-431).

aaa) Preparations for the acquisition

The obligation to provide cover with liquidity according to margin nos. 5-17 must be fulfilled.

The following instruments shall be permitted:

. Long call options

. Short put options
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bbb) Replicating strategy
Only derivatives fulfilling the following conditions are permitted for replicating a strategy:

o The combination of the derivative and liquidity shall have a similar market risk profile and at least the
same market liquidity as the replicated investment.

o The purpose of purchasing the derivative shall be to replicate the underlying asset. The insurance
company shall define the strategy internally and document it. The combination of the derivative and
liquidity shall be allocated to the relevant category (e.g. the combination of money market invest-

ment and stock futures would be allocated to shares).

o The contract volume or the nominal value shall be covered with liquidity at 100 % (margin nos.
5-17).

o The transaction involving derivatives shall not generate extra costs in comparison to the purchase of
a direct investment.

Specifically, the following instruments shall be permitted:
. Long futures

o Long forwards

. Swaps

For the purpose of replicating corporate bonds or a portfolio of corporate bonds, specifically the following
instruments shall be permitted:

o CDS on individual securities if the insurance company is a protection seller
o CDS on an index if the insurance company is a protection seller

As an instrument of a replicating strategy, a CDS may be allocated to the tied assets only if it is designed
in regard to credit event payment, credit event definition and reference obligation in such a way that a
corporate bond or corporate bond portfolio is replicated sufficiently accurate. When selecting the respec-
tive CDS or CDS index, the insurance company shall make sure that the arising position is in line with
the company'’s investment policy. Specifically, it shall ensure that the arising synthetic corporate bond or
portfolio of corporate bonds has a minimum credit rating of 4.

bb) Limits

Open derivative financial instruments used for the purposes of preparing an acquisition (margin nos. 419-
431) and increasing earnings (margin nos. 438-442) shall be limited to 10 % of the tied assets.

Derivatives used to replicate a strategy (margin nos. 422-431), synthetic bonds (margin nos. 406-414) and
derivative financial instruments within hedging strategies are excepted from this limit, provided all of the
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conditions stipulated in margin no. 382 are fulfilled.

The 10 % limit refers to the open contract volumes or the nominal values of the underlying assets. The
amount of the contract volume is the result of multiplying the market value of the underlying asset, the
number of contracts and the multiplier. Delta-adjusted notional value shall be used to show the value of
an option.

Synthetic bonds shall be allocated to the fixed-interest securities. The value of fixed-term deposits and any
positive replacement value of the swap shall be considered when calculating the counterparty risk (net
exposure held against a debtor, margin nos. 113-115).

cc) Valuation

The assets from replicating strategies in accordance with margin nos. 406, 407 and 422-431 shall be val-
ued according to the categories to which they have been allocated.

In the case of synthetic bonds, fixed-term deposits may be valued and recognized at nominal value at
most. The recognition is done separately in a sub-category of fixed-interest securities. Receiver swaps
shall be recognized using the amortized cost method (the amortization starts at the time of purchase and
ends upon maturity). Should the receiver swap be valued at zero at the time of the conclusion, it shall be
included at zero for the entire time to maturity. However, the swap may be settled under the same netting
agreements as used for other derivatives of the tied assets.

e) Derivatives used to increase earnings

aa) Permitted derivatives

The purpose of the strategy of increasing earnings shall be to generate additional income from existing
assets. Only derivative contracts that are covered at all times as per margin nos. 3-17 shall be permitted
for this purpose.

The following instruments shall be permitted:

o Call and put options

. CDS on individual securities if the insurance company is in the position of protection buyer and the
CDS does not qualify as a hedge.

o CDS on an index if the insurance company is in the position of protection buyer and the CDS does
not qualify as a hedge.

bb) Limits

Open derivative financial instruments used for the purposes of preparing an acquisition (margin nos. 419-
431) and increasing earnings (margin nos. 438-442) shall be limited to 10 % of the tied assets.

Derivatives used to replicate a strategy (margin nos. 422-431), synthetic bonds (margin nos. 406-414) and
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derivative financial instruments within hedging strategies are excepted from this limit, provided all of the
conditions stipulated in margin no. 382 are fulfilled.

The 10 % limit refers to the open contract volume or the nominal values of the underlying assets. The
amount of the contract volume is the result of multiplying the market value of the underlying asset, the
number of contracts and the multiplier. Delta-adjusted notional value shall be used to show the value of
an option.

Synthetic bonds shall be allocated to the fixed-interest securities. The value of fixed-term deposits and
any positive replacements of the swap shall be considered when calculating the counterparty risk (net
exposure held against a debtor, 5 % limit).

f) Conditions
aa) Exchange traded derivatives, ETDs

Insurance companies are exempted from adhering to the provisions of margin nos. 448-475 if they trade
with derivatives solely on a regulated stock exchange (exchange-traded derivatives, ETDs).

bb) Over-the-counter derivatives

The provisions of margin nos. 449-475 apply also for OTC derivatives that are not settled through a central
counterparty.

aaa) Netting agreements

Netting all derivative transactions subject to a master agreement shall be permitted only if such a master
agreement was concluded separately for each set of tied assets. Negative positions arising from such
agreements shall be deducted from the tied assets.

Close-out nettings as foreseen in ISDA agreements are permitted in the tied assets only if the master
agreement meets FINMA conditions and refers to a single set of tied assets (Article 91(3) ISO).

As assets allocated to the tied assets may not be netted in general, derivative transactions from the non-
tied assets may not be netted with those in the tied assets. Therefore, it must be clear to which master
agreement confirmations refer to.

Collateral and margin accounts that have to be provided to a counterparty from tied assets due to master
agreements described in Article 91(3) ISO, do not have to be taken out of the tied assets if they track the
fluctuations of the derivative positions (variation margins), as the negative net positions from derivative
transactions have already been deducted.

Security provided to the counterparty in the form of collateral and margin accounts from the tied assets
shall be at the full disposal of the counterparty as realizable assets, provided it is used exclusively to cover
the obligations arising from transactions related to the respective set of tied assets that refer to the cor
responding master agreement.
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bbb) Netting opinions

Master agreements may be concluded only if relevant legal opinions confirm that the netting clause
and the netting agreement are legally enforceable according to the applicable law. Moreover, a master
agreement may be concluded only with a counterparty that is domiciled in a jurisdiction where the legal
enforceability of the netting as agreed in the relevant master agreement has been confirmed in a legal
opinion. This shall also apply to Swiss counterparties, as certain special cases are excluded in the netting
opinions. For important counterparties not covered in general opinions, there may be additional opinions

or industry opinions.

Such a legal opinion on a netting agreement must confirm that the close-out netting is recognized and
enforceable in the following jurisdictions:

o the law of the country/countries where the counterparty is domiciled and in which an involved
branch office is domiciled;

o the law applicable to the transaction; and
o the law applicable to the netting agreement.

ISDA has confirmed the legal enforceability of master agreements by means of legal opinions for numer
ous countries.

ccc) Permitted master agreements

Only master agreements where the legal enforceability of the close-out netting can be proven with a
netting opinion (margin nos. 454-459) shall be permitted.

The most common, standardized master agreements in Switzerland can be found in ,Overthe-counter
(OTC) derivatives' issued by the Swiss Bankers Association and in the ‘ISDA Master Agreements’ issued
by the International Swaps and Derivatives Association Inc.

Every master agreement relating to assets in the tied assets must explicitly state that the counterparty
will abstain from netting with receivables that are not governed in this master agreement. This abstention

shall also be declared to be binding in the case of the insurance company’s insolvency.

For the 1992 ISDA Master Agreements, the method selected for calculating the close-out amount shall
always be the “second method"”

In a master agreement, “automatic termination” shall be selected for the Swiss party.

If collateral is agreed upon, an agreement shall be set up to determine that the refund claim on the col-
lateral belongs to the tied assets. This is not necessary if the collateral is provided from non-tied assets.

cc) Provision of collateral

For derivative transactions, both sides of the transaction shall provide collateral. The actual availability
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of such collateral and its full inclusion in the close-out netting process shall be ensured. Any third-party
claims against the insurance company may not jeopardize access to the collateral. This shall also apply in
the case of insolvency of both parties.

When concluding derivative transactions, it shall be permitted to provide collateral using the assets from
the tied assets. This shall apply for initial margin payments as well as variation margin payments (Article
91a(1) ISO).

Collateral may be provided in the form of regular rights of lien or irregular rights of lien according to Swiss
law or a jurisdiction comparable to Swiss law, provided the initial margin payment is deposited with an
independent third-party custodian and thus kept fully segregated from other assets. In such a case, it
must be contractually ensured that the initial margin payment may be used only to net open claims held
against the insurance company arising from the derivative transaction concluded through a central coun-
terparty or clearing broker (Article 91a(2) 1SO).

The collateral received from the insurance company shall be safekept in the name of the latter.

The custodian bank safekeeping the collateral received from the insurance company shall respect the
directives on the holding of assets (margin nos. 154-159) and sign the corresponding rider to the agree-
ment.

Collateral received shall fulfill the investment regulations for direct investments in the tied assets. This
collateral shall exhibit characteristics that allow daily valuations and daily trading; it may not have been
issued by the counterparty or refer to the counterparty.

Collateral received may not be pledged, lent, sold or used in any other way in the course of securities
lending, repo transactions or other derivative transactions.

Threshold amounts which must be reached before collateral is provided must be kept as low as possible.
Such thresholds must be defined by both sides in consideration of the counterparty’s creditworthiness.

Minimum Transfer Amounts (MTA) that need to be attained before collateral must be provided or reclaimed,
shall be kept as low as possible. In case MTAs have been agreed upon, in principle, these must be iden-
tical for both parties. Different MTAs may occur only because of the different levels of creditworthiness
of each counterparty.

The collateral received shall be allocated to the tied assets. The counterparty shall have an automatic
redemption right. Collateral may not be recognized when calculating coverage of tied assets as the posi-
tive net value of all derivative transactions has been recognized. Collateral must be flagged in such a way
so that even third parties may identify it as part of the tied assets.

dd) Presentation of derivative transactions

The underlying asset shall be valued according to ISO provisions.

Individual financial derivatives allocated to the tied assets shall also be valued according to ISO. The tied
assets portfolio shall list the individual derivative transactions (not the net amount). If the value of a deriv-
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ative contract concluded under a master agreement is negative, this negative amount shall be included
in the tied assets portfolio.

Upon the conclusion of a derivative transaction, the insurance company shall indicate to which master
agreement this transaction belongs. The insurance company shall organize its business in such a way as
to enable an allocation of derivative transactions to the corresponding master agreement at all times. The
tied assets portfolio may contain only derivative transactions governed in a master agreement concluded
for the relevant set of tied assets. The insurance company shall ensure that the counterparties can distin-
guish the derivative transactions according to their destination.

K. Collective investment schemes and single-investor funds

a) Permitted assets

The following assets listed in this chapter may be allocated to the tied assets:

o Securities funds (Article 53 et seqq. CISA)

o Real estate funds (Article 58 et seqq. CISA)

. Other funds for traditional investments (Article 70 CISA)

. Single-investor funds (Article 82(2) 1ISO)

o Foreign collective investment schemes

Collective investment schemes and single-investor funds must hold the status of special funds (i.e. seg-
regated to the benefit of the investor in case of a bankruptcy).

Margin no. 479 shall apply in analogy also to foreign collective investment schemes (e.g. UCITS funds).

Funds for alternative investments as per Article 71 CISA shall be deemed to be alternative investments
(margin no. 322).

Equity interest in investment companies not traded on a regulated market may be allocated to the tied
assets as collective investment schemes or single-investor funds (Article 82(4) ISO).

b) Collective investment schemes

aa) Special requirements applicable to collective investment schemes

Share certificates in collective investment schemes may be allocated to and recognized in the tied assets
if these are subject to effective supervision and traded on a regulated, liquid market or if they can be sold

at any time (Articles 79 and 82(1) ISO).

Foreign collective investment schemes shall require a supervision that is equivalent to the one in Swit-
zerland.

Circular 2016/5 Investment Guidelines — Insurance Companies | 51

478

479

480

481

482

483

484

485



m FINANCIAL SERVICES

bb) Limits

In order to monitor the limits applicable to the tied assets, the net asset value of the collective investment
schemes shall be divided into the relevant categories on a pro-rated basis.

The investment for each collective investment scheme shall be limited to 5 % of the required amount.
This limit shall not apply if the insurance company can confirm to FINMA that the following aspects are
ensured and addressed in a contract:

The liquidity of investments is high and the redemption and payout of units can be demanded at any
time.

o A collective investment scheme shall invest only in the money market, in domestic and foreign
bonds with a high rating as well as in Swiss and foreign shares; currency hedging within the fund
shall be permitted. High-risk investments (e.g. emerging market shares and bonds, high-yield bonds,
convertible bonds, real estate, hedge funds, private equity, structured products) are prohibited.

o The adherence to the basic principles concerning the tied assets, i.e. the exclusion of liability, deb-
iting and netting of fund assets for the benefit of third parties and the prohibition of leveraging the

tied assets shall be defined contractually between the parties.

° The contractual agreement shall also contain a clause that the asset manager is subject to the duty
to provide FINMA with information, analogous to Article 29 FINMASA.

° On the closing date 31.12., the insurance company shall receive a report from the collective invest-
ment schemes at the level of the individual securities.

cc) Valuation

Collective investment schemes shall be valued and recognized at market value at most or, if share certif-
icates are not listed, at net asset value (Article 92 ISO).

a) Single-investor fund

aa) General provisions

Single-investor funds may be allocated and recognized in the tied assets if they are subject to an effective
supervision, are held at 100 % by the insurance company, access to the fund's individual investment
is guaranteed at all time, the investment was made in accordance with Article 79 ISO and the FINMA
circulars, and the fund meets the safekeeping requirements stipulated in Article 87 ISO (Article 82 ISO).
Launching a single-investor fund means the outsourcing of material functions (Article 4(2)(j) ISA). The

launch of a fund and any later changes of its organization or service providers and service agreements
shall be reported to FINMA in accordance with Article 5(2) ISA.
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bb) Special provisions

The insurance company shall be responsible for taking into consideration the provisions of the insurance
supervision law as well as the requirements of this circular in the contractual clauses; it shall forward to
FINMA the relevant documents prior to launching the fund and in case of every amendment of the infor
mation.

The insurance company shall ensure the supervision of the fund and shall define the duties, competences
and responsibilities of that particular office.

The insurance company shall remain responsible for adhering to regulatory requirements. In particular, it
shall ensure adherence to the qualitative rules and quantitative limits of this circular.

The fund management company shall be contractually liable to observe insurance supervisory law and
in particular the specifics of this circular. The fund management company shall therefore monitor the
adherence to the regulatory requirements on a daily basis and in case of a breach, immediately issue
countermeasures and inform the insurance company.

The fund may not leverage any investments, with the exception of margin calls for the single-investor fund
(e.g. short-term liquidity).

The insurance company shall have the right to demand the redemption of units and their payment in cash
or tangible fixed assets at any time.

Should the custodian bank be located abroad, the provisions on safekeeping assets abroad shall apply
(margin nos. 156, 157).

The fund management company, the fund administrator, the custodian bank and any other service provid-
ers are subject to the duty to provide information to FINMA (Article 29 FINMASA) and shall allow FINMA
inspections of their premises. A contractual agreement shall stipulate that the fund management compa-
ny, the fund administration, the custodian bank and any other service providers are subject to the duty to
provide information to FINMA as per Article 29 FINMASA and that they are to allow FINMA inspections
on their premises.

cc) Limits

Investments in each single-investor fund shall not be restricted. Direct investments in funds shall be listed
in the tied assets portfolio and allocated to the relevant categories. They are subject to the limits applica-
ble to direct investments.

dd) Valuation

The look-through approach shall be used for the recognition and valuation of single-investor funds. The
tied assets portfolio must list the individual funds included in the single-investor fund and allocate these
to the categories in accordance with Article 79 ISO. The valuation shall be based on the principles defined
in Articles 88-95 ISO.
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V. Additional provisions on tied assets

A. Securities lending

a) Definition

Securities lending shall be defined as a legal transaction where the insurance company loans securities to
a borrower in the form of a loan in kind while the borrower is under the obligation to return securities of
the same type, quality and quantity, and to transfer income to the lender for the duration of the securities
lending transaction.

The insurance company shall remain the beneficial owner of the securities loaned. The lending insur-
ance company is entitled to the interest and dividend payments becoming due. As beneficial owner, the
insurance company shall carry the fluctuation risks and take this into consideration when recognizing the
loaned securities in the tied assets.

b) Permitted transactions

aa) Framework conditions

Securities lending shall be possible only under the following circumstances:

o Master agreement

The insurance company shall conclude a master agreement with the counterparty of the securities
lending transaction (margin nos. 519-523).

o Counterparty / borrower
The insurance company shall undertake securities lending only with first-grade, supervised borrow-
ers who engage in this type of transaction on a professional basis as well as authorized and recog-
nized central counterparties and central securities depositories who can assure a flawless securities
lending transaction.

o Settlement/wind-down requirements
U Transactions shall be settled in a timely manner (if possible matching payment with delivery).
. All open positions shall be marked to market at least once a day.
o Margin calls shall be transferred at least once a day for net exposures.
o The collateral held shall be fully segregated for each set of tied assets.

. Lendable securities

For securities lending, the insurance company may use only securities that can easily be valued
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based on generally accessible information.

o Ensuring the return of the securities
Claims from the insurance company to return the borrowed securities shall be guaranteed with the
depositing of a corresponding amount in cash or other assets recognizable in the tied assets to the
benefit of the insurance company (margin nos. 524-529).

. Liquidity
Securities lending shall only be permitted if the insurance company retains sufficient liquidity.

o Maturity period

The insurance company may demand the borrowed securities back from the counterparty at any
time; however, for the delivery of the securities the relevant value deadlines / delivery deadlines
must be respected. If the counterparties agree on a cancellation period, it may not exceed seven
bank working days.

c) Prohibited deals

Securities that were assumed as collateral in the course of repo transactions, securities lending or similar
transactions may not be used for securities lending.

Because of the requirement to keep the obligations covered in full at all times, the underlying assets of a
derivative transaction must be available in the insurance company'’s assets without restrictions. Therefore,
a simultaneous securities lending based on the same underlying assets shall be prohibited.

d) Special requirements

aa) Requirements in regard to securities lending

Insurance companies engaging in securities lending shall have qualified and expert staff, an investment
strategy that foresees such instruments, an investment management that takes into consideration the
particular needs, a properly implemented and fully documented investment process, a risk management
appropriate for the risks as well as an adequate system infrastructure (cf. margin no. 76).

bb) Master agreements

The standardized master agreement between the insurance company and the borrower must meet the
normal international standards and at least address and/or adhere to the following topics:

. The set of tied assets to which the master agreement refers to must be indicated. Moreover, the
underlying assets available or excluded for securities lending shall be mentioned. It is prohibited to
lend underlying assets contained in a different set of tied assets or in the non-tied assets under the
same master agreement.
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cc)

The provision of collateral must be agreed upon with the borrower for every securities lending trans-
action and the relevant provisions must be adhered to regarding collateral in accordance with margin
nos. 524-529.

The agreement shall address the timely and unrestricted repayment of the income generated during
the lending period (interest and dividends) and the financial compensation to be paid, the enforce-
ment of other rights (e.g. conversion or subscription rights) as well as the return of the borrowed
securities according to contract, i.e. of the same type, quantity and quality.

The possibility to net receivables of all involved counterparties towards the insurance company
with the securities loaned or the collateral must be explicitly excluded. This abstention shall also be
declared to be binding in the case of the insolvency of the insurance company.

Ensuring the return of the securities with collateral

In order to hedge non-covered claims arising from securities lending, collateral must be delivered
to a separate deposit account or account. This deposit shall be established in the name of the insur-
ance company. Collateral shall be delivered simultaneously with the securities.

The custodian bank safekeeping the collateral shall respect the directives on the holding of assets
(margin nos. 154-159) and sign the corresponding master agreement.

The value of the collateral shall be adequate and amount to at least 105 percent of the market value
of the securities loaned at all times. The value of the collateral shall amount to at least 102 percent of
the market value of the securities if bonds with a credit rating of 3 (or higher) are loaned and these
are secured with cash or bonds in the same currency with a credit rating of 1.

Collateral shall fulfill the investment regulations for direct investments in the tied assets. This collat-
eral shall exhibit characteristics that allow daily valuations and daily trading, have a credit rating of 3
or higher and may not have been issued by or refer to the counterparty.

Collateral received may not be pledged, loaned, sold or used in any other way for derivative transac-
tions, securities lending or repo transactions.

Cash collateral may be re-invested into highly liquid short-term money market investments or highly
liquid bonds with a residual term of a maximum of 12 months. As the borrower is entitled to recall
cash collateral deposited at any time, the insurance company shall maintain sufficient liquidity. Strat-
egies and guidelines on the re-investment of cash collateral shall be a part of the insurance com-
pany’s investment policy and risk management (including stress tests considering various stressed
market scenarios); these shall be documented, reviewed periodically and, if necessary, adjusted.

The agreement must ensure that insurance companies are able to fully and unconditionally access
the collateral should the counterparty not return the securities loaned, is late in doing so or returns
them only in part. Any third party claims against the insurance company may not jeopardize access
to the security. This shall also apply in case of an insolvency.
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e) Limits

On a gross basis, securities lending and repo transactions together shall be limited to 30 % of the tied
assets.

Underlying assets loaned shall be considered in relation to the adherence to the limits stipulated in margin
nos. 108-122.

f) Valuation, recognition and inventory
In order to ensure the return of securities loaned, the receivables and obligations (taking into consider
ation the accrued interest) as well as any incidental income to which the insurance company is entitled

shall be marked to market on a daily basis and the difference is to be remitted on a daily basis.

The underlying assets loaned out shall remain in the tied assets. The recognition shall be at the current
market value or the maximum recognition value at the time of the lending, if this is lower.

The collateral received shall be allocated to the tied assets and flagged as such. As the securities provided
as a loan are recognized, collateral may not be recognized when calculating coverage of tied assets.

Underlying assets loaned shall be flagged as such in the portfolio. Collateral received shall be disclosed
in a separate annex.

The following shall be disclosed to the audit firm in an appropriate form:

. any securities lending transactions performed in the reporting year

. open positions arising from securities lending

. collateral received

Moreover, the insurance company shall disclose all necessary documents to the audit firm so that the
latter may review whether the insurance company has adhered to margin no. 528 at all times. Adherence
shall be considered given if the insurance company can prove that the sum of collateral received has never
exceeded the portfolio of assets allowed for reinvestment as per margin no. 528.

B. Repurchase agreements (repos)

a) Definition

A repurchase agreement (repo) shall be a legal transaction where a party (the repo seller) agrees to trans-
mit ownership of a security to another party (the repo buyer) against payment, whereby upon maturity,
the buyer is obliged to repay the seller securities of the same type, quantity and quality, and any income
which has accrued during the period of the repo transaction. As the repurchase price is defined before-

hand, the repo seller shall bear the price risk of these securities for the duration of the repurchase and
reverse repurchase agreements.
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Reverse repos: The repo transaction from the viewpoint of the repo buyer.

Repo interest: the difference between the sales price and the purchasing price of the securities.

While in a repo transaction the legal ownership of the securities involved is transferred to the repo buy-
er, the repo seller shall remain the beneficial owner of the securities. Any interest income or dividends
generated in the course of the repo transaction shall be owed to the repo seller. If this has been agreed
upon in a contract, the repo seller may repurchase the sold securities before the expiry of the repo dura-
tion; however, the relevant value dates and delivery periods must be respected. As beneficial owner, the
insurance company shall bear the fluctuation risks and take this into consideration when recognizing the
repo securities in the tied assets.

b) Purpose

Repo transactions serve to obtain short-term liquidity. Reverse repos is a way to invest excessive liquidity
in a short-term secured investment.

c¢) Permitted transactions
Repo transactions shall be permitted under following conditions:
o Master agreement

The insurance company shall conclude a master agreement with the counterparty of the repo transaction
(margin nos. 552-557).

. Repo trading platforms and settlement systems

Repo transactions must be settled on an established repo trading platform, which meets the follow-
ing conditions:

o the multilateral agreement system is subject to central administration;
. the transaction must be settled simultaneously;
o processes must be mapped in real time;
o valuations (mark-to-market at least once a day) of all open repo positions take place daily and
o net exposures are balanced at least daily using automated margin calls.
o Securities allowed for repos

For repo transactions, the insurance company may use only securities that can easily be valued
based on generally accessible information.

o Liquidity
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Repo transactions are only permitted if the insurance company maintains sufficient liquidity.
. Maturity period

Repo transactions with securities in the tied assets may not have a maturity period exceeding
12 months.

d) Prohibited transactions

Securities that were assumed as collateral in the course of reverse repo transactions, securities lending
or similar may not be used for repos.

Because of the requirement to keep the obligations covered in full at all times, the underlying assets of a
derivative transaction must be available and accessible in the insurance company's assets without restric-
tions. Therefore, simultaneous repo transactions based on the same underlying assets are prohibited.

e) Special requirements
aa) Organization, know-how and investment process

Insurance companies engaging in repo transactions shall have qualified and expert staff, an investment
strategy that foresees such instruments, an investment management, which takes into consideration the
particular needs, a properly implemented and fully documented investment process, a risk management
appropriate for the risks as well as an adequate system infrastructure (margin no. 76).

bb) Master agreements

The standardized master agreement between the insurance company and the counterparty must meet
the relevant international standards and at least address the following topics and/or adhere to the pro-
visions:

o The set of tied assets to which the master agreement refers to must be indicated. Moreover, the
underlying assets available or excluded for repo transactions are to be flagged. It is prohibited to
use underlying assets contained in a different set of tied assets or in the non-tied assets for repo
transactions under the same master agreement.

. In derogation of margin no. 553, SIX/SIS SNB repo transactions must also indicate for which set of
tied assets repo transactions may be performed in addition to the repo platform master agreement.
The underlying assets available for repo transactions must be marked and segregated for the set of
tied assets in question. An explicit and definite allocation to the respective set of tied assets must
be guaranteed for assets related to a repo transaction (e.g. cash on SIC accounts or assets trans-
ferred for a repo transaction).

. The provision of collateral must be agreed upon with the repo buyer for every repo transaction and
the relevant provisions must be adhered to regarding collateral (margin nos. 558-563).

o The agreement shall address the timely and unrestricted repayment of the income generated during
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the repo period (interest and dividends) and the financial compensation to be paid, the enforcement
of other rights (e.g. conversion or subscription rights) as well as the return of the securities accord-
ing to contract of the same type, quantity and quality.

o The possibility to net receivables of all involved counterparties towards the insurance company
with the securities loaned or the collateral must be explicitly excluded. This exclusion shall also be
declared to be binding in the case of insolvency of the insurance company.

cc) Ensuring the reimbursement claims with collateral

In order to hedge non-covered claims arising from repo transactions, collateral must be delivered to a
separate deposit account or account with a central settlement system. This deposit shall be established
in the name of the insurance company. Collateral shall be delivered simultaneously with the securities.

The custodian bank safekeeping the collateral shall respect the guidelines on the holding of assets (margin
nos. 154-159) and sign the corresponding master agreement.

Collateral shall fulfill the investment regulations for direct investments in the tied assets. This collateral
shall exhibit characteristics that allow daily valuations and daily trading, have a credit rating of 3 or higher
and may not have been issued by or refer to the counterparty.

Assets received for the reverse repo may not be pledged, loaned, sold or used in any other way in deriv-
ative transactions, securities lending or repo transactions.

Cash collateral may be re-invested into highly liquid short-term money market investments or highly liquid
bonds with a residual term of a maximum of 12 months. In view of the borrower’s possibility to recall
cash deposited by the repo buyer, the insurance company shall maintain sufficient liquidity at all times.
Strategies and guidelines on the re-investment of cash collateral shall be a part of the insurance compa-
ny's investment policy and risk management (including stress tests considering various stressed market
scenarios); these shall be documented, reviewed periodically and, if necessary, adjusted.

The agreement must ensure that the repo buyer is able to fully and unconditionally access the collateral
should the repo seller not be able to buy back the securities, is late in doing so or does so only in part.
Any third party claims against the insurance company may not jeopardize access to the security. This shall
apply also if one or several participants becomes insolvent.

f) Limits

Gross, repo transactions and securities lending together shall be limited to 30 % of the required amount.
No quantitative limits shall apply to reverse repo transactions.

Securities sold due to repo transactions must be considered for the adherence to the limits stipulated in
margin nos. 108-122.

g) Valuation, recognition and inventory

In order to ensure reclaims from repo transactions, the receivables and obligations (taking into consider
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ation the accrued interest) as well as any incidental income to which the insurance company is entitled
shall be marked to market on a daily basis and the difference is to be remitted on a daily basis.

Securities sold due to repo transactions remain allocated to the tied assets. The recognition is at the cur
rent market value or the maximum recognition value at the time of the transaction, if this is lower.

The collateral received due to reverse repos is allocated to the tied assets. However, the counterparty may
repurchase the underlying assets at any time, adhering to the cancellation period. Collateral may not be

taken into consideration when calculating the coverage of the tied assets.

Securities sold due to repo transactions shall be flagged in the portfolio as “repo'd” Securities received
due to a reverse repo shall be disclosed in a separate annex.

The following shall be disclosed to the audit firm in an appropriate form:

o any repo transactions engaged in during the reporting year,

. outstanding repo transactions, and

o collateral received.

Moreover, the insurance company shall disclose all necessary documents with which the audit firm may
review whether the insurance company has adhered to margin no. 562 at all times. Adherence shall

be considered given if the insurance company can prove that the sum of collateral received has never
exceeded the portfolio of assets allowed for reinvestment as per margin no. 562.

VI. Transitional provisions
Up to 31 December 2017 at the latest, the insurance company may base itself on the ratings provided by
non-certified rating providers (e.g. banks) when determining its own credit rating (margin no. 145), provid-

ed it applies the necessary prudence.

If the allocation of reinsured parts to the tied assets is based on an authorization that is still valid, this shall
remain valid according to the authorization conditions but at the most until 31 December 2016.

Concerning the allocation of reinsured parts to the reserves from group-internal reinsurance relationships
[captives] as per margin no. 167 adjustments have to be made by 31 December 2016 at the latest.

Should assets be safekept abroad, the first time the insurance company shall provide proof as per margin
no. 1567 will be by 31 December 2016.
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Annex

Rider?

Supplementary provisions on the business relationships (deposit accounts/bank accounts) between Bank
X (custodian bank) and Insurance CompanyY (depositor) concerning the safekeeping of assets that belong
to the “tied assets” of the depositor.

The present agreement shall apply in supplement to the above-stated business relationship and shall
override any derogatory provisions stated in the contract drawn up between these two parties.

The assets of the tied assets may be safekept and/or recorded individually or collectively (collective
custody) by the custodian bank on its own premises, with a domestic correspondent bank, with a
domestic or international clearing house (e.g.: SIS SegalnterSettle AG, Euroclear Bank, Clearstream)
or with a custodian abroad.

The custodian bank shall remain liable to the depositor for assets which the former has transferred
to a correspondent bank, a clearing house or a custodian, as stipulated in Article 399(2) CO.

The custodian bank shall mark assets deposited with it in deposit accounts/bank accounts as “tied
assets”

The depositor shall ensure that only assets belonging to the tied assets are placed in such accounts.

The custodian bank acknowledges that values safekept and recorded as per Clause 2 shall be used
to secure the depositor’s policyholder claims. Therefore, it shall explicitly declare that it will not
enforce any collateral, retention, netting or similar rights, even if the depositor should become insol-
vent after it has transferred these assets or allocated them to the tied assets. The assertion of these
rights remains applicable solely for claims arising from the keeping of such deposit accounts/bank
accounts (costs, fees, commissions, etc.).

Should a third party (including correspondent banks, clearing house or custodian) assert claims to
the tied assets, the custodian bank shall notify the depositor immediately.

Should the depositor wish to record in deposit accounts/bank accounts assets to which the custodi-
an bank already holds a right as collateral, the custodian bank may refuse to transfer the bookings,
require a replacement collateral or demand a release of the collateral.

The depositor shall remain the sole responsible for the adherence of regulatory provisions, espe-
cially concerning the minimum size, the assets permitted for and their composition for a set of
tied assets.

Place/date Signature of the insurance Signature of the custodian

company bank

1

Revised annex to Circular No. 771 D provided by SwissBanking, dating to 9.4.1987
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