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Swiss Re Group’s Life and Health business  
Embedded value and embedded value earnings for the year ended 31 December 2004  
 

The Swiss Re Group is presenting additional information on its Life and Health operations to 

that shown in its 2004 published financial statements, which were prepared on a Swiss GAAP 

basis. 

An alternative method of reporting the financial results of the life and health insurance 

operations of an insurance company is to use an embedded value method. This method is 

used by a number of life insurance groups and bancassurance groups to provide 

supplementary information to that shown in their published accounts. 

An embedded value is an actuarially determined estimate of the value of shareholders’ 

interests in the life and health insurance operations of an insurance company, excluding any 

value attributable to future new business. 

Embedded value earnings, defined as the change in the embedded value over the year, after 

adjustment for any capital movements such as dividends and capital injections, provide a 

measure of the performance of the life and health insurance operations of an insurance 

company. 

Consistent with the Group’s Swiss GAAP financial statements, the embedded value was 

significantly impacted by exchange rate movements, in particular the weaker U.S. dollar (down 

8%). 

The embedded value of the Life and Health operations was CHF 17,059 million as at 

31 December 2004 (CHF 16,003 million at end 2003), of which CHF 1,602 million was not 

recognised in the net asset value of the Life and Health operations included in the Swiss Re 

Group consolidated balance sheet on a Swiss GAAP basis (CHF 1,280 million at end 2003). 

After-tax embedded value earnings of the Life and Health operations for 2004 were 

CHF 2,001 million (CHF 1,078 million for 2003). Embedded value operating profit was 

CHF 1,766 million in 2004 (CHF 1,041 million in 2003). 
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Embedded Value 
 

The embedded value of the life and health insurance operations of an insurance company is 

the total of the value of shareholders’ interests in the in-force business and the shareholders’ 

net worth, less a charge for the cost to shareholders of holding solvency capital. 

The value of shareholders’ interests in the in-force business is the present value of the 

projected stream of future after-tax regulatory profits that are expected to be generated from 

the policies in force at the valuation date. This present value is calculated using risk adjusted 

discount rates consistent with other elements of the economic basis. 

The projected stream of future after-tax regulatory profits is computed using best estimate 

assumptions with regard to future mortality, morbidity, lapse rates, maintenance expenses 

and taxation. The investment return assumptions used for life and health insurance companies 

are consistent with the asset valuation basis used in the regulatory accounts of those 

companies. In the case of composite insurance companies, the asset allocations and 

investment return assumptions used are consistent with investment return allocations 

underlying the regulatory accounts for their life and health insurance business. There is no 

allocation in the regulatory accounts for the investment return on solvency capital, so for the 

purposes of the embedded value and embedded value earnings calculations, a combination of 

government and corporate bonds and equities is assumed to be hypothecated to cover 

solvency capital in the composites, and the allocated investment return on assets backing 

solvency capital is based on the actual performance of these asset classes. 

The shareholders’ net worth comprises the net assets of the life and health insurance 

companies, adjusted to reflect the market value of these assets. For composite insurance 

companies, shareholders’ net worth comprises the amount of solvency capital internally 

allocated to the life and health insurance operations of these companies. 

Solvency capital is the capital the Swiss Re Group allocates to its life insurance operations to 

demonstrate security to its cedants and to satisfy local regulatory solvency requirements. 

Swiss Re Group’s target level of solvency capital is based on internal capital adequacy models. 

For each major life and health insurance subsidiary, it is well in excess of the minimum local 

regulatory solvency requirements, typically in the range of 150% to 250%. Assets backing 

solvency capital may be regarded as being locked-in and are projected to earn an after-tax 

investment return which is less than the risk adjusted discount rates used in the calculation of 

the value of in-force business. 
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The annual charge for the cost to shareholders of maintaining solvency capital is the 

difference in the year between the after-tax amount earned on assets supporting solvency 

capital and the amount expected in accordance with the risk adjusted discount rate. The 

charge for the cost to shareholders of holding solvency capital over the outstanding life of in-

force policies is the present value of these annual charges. 

Part of the embedded value of the Life and Health operations is already recognised in the 

Swiss Re Group consolidated balance sheet, for example it includes an asset reflecting the 

present value of future profits in respect of acquired business. The embedded value of the Life 

and Health operations, the net asset value of the Life and Health operations recognised in the 

Swiss Re Group consolidated balance sheet and that part of the embedded value not already 

recognised in the Swiss Re Group consolidated balance sheet as of December 2003 and 

2004, are shown below. 

CHF millions 2003 2004 

Value of in-force business 9,792 10,758 

Shareholders’ net worth 7,734 7,728 

Cost of holding solvency capital (1,523) (1,427) 

Embedded value 16,003 17,059 

Net asset value recognised in the balance 
sheet (14,723) (15,457) 

Embedded value not recognised in the balance 
sheet 1,280 1,602 

 

The change in the embedded value over the year is broken down in the table below. 

CHF millions 2003 2004 

Opening Embedded value 16,281 16,003 

Embedded value earnings 1,078 2,001 

Exchange rate movements (831) (862) 

Capital movements (525) (83) 

Closing Embedded value 16,003 17,059 
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Embedded value earnings 
 

Embedded value earnings are defined as the change in the embedded value over the year, 

after adjustment for any capital movements. Consistent with the end of year values these 

earnings are after-tax. 

For the life and health insurance companies, capital movements comprise dividends paid and 

other capital movements between the life and health insurance companies and the ultimate 

holding company of the Swiss Re Group. For composite insurance companies, capital 

movements comprise: life and health regulatory profits arising during the year; changes in 

solvency capital and allocated investment returns on solvency capital in the year; and other 

relevant capital movements between the composite insurance companies and the ultimate 

holding company of the Swiss Re Group. 

Embedded value earnings comprises the following components, the first three of which in 

aggregate are referred to as operating profit: 

• the value added to shareholders’ interests by new business written during the year, after 

allowance for the cost of holding solvency capital, including the value added between the 

point of sale and the end of the year; 

• the profit to shareholders from the existing business equal to: 

- the expected return on the value of the shareholders’ interests in the in-force 

business, including allowance for the cost of holding solvency capital, 

- current year experience variances caused by the differences between the actual 

experience during the year and the expected experience, based on the year end 

operating assumptions, 

- the impact of changes in the assumptions for future operating experience; 

• the expected investment return on the shareholders’ net worth, based upon the year end 

economic assumptions; 

• investment variances caused by differences between the actual or, in the case of 

composite insurance companies, the allocated investment return in the year and the 

expected experience, based on the year end economic assumptions; 
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• the impact of changes in economic assumptions in the year (e.g. changes in discount rates 

and future investment rates). 

The effect of currency exchange movements is generally not included as a component of 

embedded value earnings and is shown separately as a movement in embedded value. There 

are some exceptions involving business written in minor currencies where exchange effects 

are included in embedded value earnings as part of experience variances. This treatment is 

consistent with the Swiss Re Group accounting policies. 

The 2003 and 2004 after-tax embedded value earnings of the Life and Health operations of 

the Swiss Re Group are shown below. 

CHF millions 2003 2004 

Value added by new business 314 666 

     

Profit from existing business      

– expected return 828 783 

− experience variances (25) 187 

− operating assumption changes (383) (192) 

     

Expected return on shareholders’ net worth 307 322 

Operating profit 1,041 1,766 

Investment variances 170 250 

Economic assumption changes (133) (15) 

Total embedded value earnings 1,078 2,001 
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Assumptions 
 

The embedded value method, in common with any valuation method based on projections 

about the future, involves judgement when establishing the assumptions to be used.  The 

Swiss Re Group actively and carefully reviews assumptions, selecting those which are 

considered to be appropriate and seeking consistency among operations, whilst reflecting 

local business portfolios, experience and market environments. 

Assumptions such as mortality, morbidity, lapse rates and maintenance expenses are chosen 

to reflect recent and expected future experience.  

Regulatory technical provisions have been projected using current methods except where it is 

known that these will change.  In certain territories the projected regulatory profits allow for 

future gradual improvements in mortality rates, together with the related impact on regulatory 

technical provisions, profit share agreements and changes in non-guaranteed premium rates 

at future renewal dates.   

Projected tax has been allowed for on the basis that applies to each legal entity within the 

Swiss Re Group.  Current tax legislation and rates have been assumed to continue unaltered, 

except where changes in future tax rates or bases have been announced.  Appropriate 

allowance has been made for accrued tax losses and other tax assets. 
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The principal economic assumptions are listed below for the major currencies. 

  Euro % Sterling 
%

US 
Dollar % 

Canadian 
Dollar % 

Risk adjusted discount rate         

2004 7.0 7.6 7.5 7.7

2003 7.5 8.0 7.5 8.0
         

Risk free rate1      

2004 3.7 4.6 4.3 4.4

2003 4.3 4.9 4.3 4.7
       

Fixed interest reinvestment rate (pre-tax)      

2004 4.0 4.6 5.5 5.5

2003 4.5 5.0 5.5 5.5

            

Equity rate of return assumed to be equal to the risk adjusted discount rate less 50bps. 
1 Based on 10 year government bonds.        

 

In common with other reinsurance groups, the business written by Swiss Re Group is more 

diverse than that written by primary insurance companies. In addition, less data is usually 

available than is the case for primary insurance companies and this data is sometimes not 

available when the financial statements and embedded value calculations are finalised. This 

means that more estimates must be made in calculating the embedded value and embedded 

value earnings (including the value added by new business) than is the case for primary 

insurance companies and that more approximate methods are used where the data does not 

support full projections of regulatory profits. Consequently, the results should be regarded as 

less precise than those of primary insurance groups. 
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Alternative assumptions 
 

The risk adjusted discount rate appropriate to any investor will depend on the investor’s own 

requirements, tax position and perception of risks associated with the realisation of future 

regulatory profits.  In order that potential investors may judge the effect of using other risk 

adjusted discount rates, and the effect of alternative mortality, morbidity and reinvestment 

yield assumptions, the estimated sensitivity of the embedded value and the value added by 

new business to changes in these assumptions is shown below: 

CHF millions Change in 
embedded 

value  

Change in 
value added 

by new 
business 

      
Base value – 2004 17,059 666 

      

Change in risk adjusted discount rate     

- Reduced by 100bps 1,300 250 

- Increased by 100bps (1,100) (220) 

     

Change in reinvestment rate 1    

- Reduced by 100bps (800) (230) 

- Increased by 100bps 750 220 

     

Mortality and morbidity rates reduced by 5% 2    

- Mortality 2,100 320 

- Morbidity 300 10 

     

Remove all allowance for future mortality improvement 3 (2,700) (430) 

     

Increase  mortality improvements to 1%  per annum 4 1,500 260 

 

In calculating the impact of each of the above alternative assumptions, all of the other  

assumptions have been left unchanged. 

1 The change in the assumed reinvestment rate illustrates the impact of assuming a 100bps 

higher/lower return on future investment in fixed interest bonds, and an equivalent 
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increase/decrease in the assumed equity earned rate. No account has been taken of possible 

future changes in reserving bases which may result from changes in future fixed interest 

yields. The illustration for new business assumes that all new business cash flows are 

invested at the alternative rate. 
2. The assumption is that future mortality /morbidity rates are lower than those assumed in the 

base calculations, by a uniform 5% in all future years. The related impact on profit share 

agreements and changes in premium rates at future renewal dates have been allowed for. 
3. In certain territories the projected regulatory profits allow for future gradual improvements 

in mortality rates. The impact of excluding such future improvements is illustrated here. The 

related impact on profit share agreements and changes in premium rates at future renewal 

dates have been allowed for. 
4.  This illustrates the impact of allowing for a compound 1% pa improvement in mortality rates 

at all ages throughout the projections, for all life business, in place of the allowance made in 

the base calculations. The related impact on profit share agreements and changes in premium 

rates at future renewal dates have been allowed for. 
 

 
 

External audit 
 

PricewaterhouseCoopers LLP have carried out an audit of the 2004 Embedded Value and 

Embedded Value Earnings calculations. 

Their full opinion is appended. 

 

27 April 2005 
 
 

 


