Life Settlements Trade Raises Complex Issues

By David Blake and Debbie Harrison
Financial Times, July2008

Institutional investors are showing increasing interest in the diversification potential offered by second-
hand US life insurance policies. But the growth in the market for traded life policies (TLPs) raises
guestions for investors about the ethics of making money from successfully predicting someone's death,
according to a report* published today by the Pensions Institute. Regulation of the sector, which is
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an issue.

The report says this relatively new alternative asset class - which is not correlated with traditional equity
and bond markets - has attracted interest from large investment banks, insurance companies, asset
managers, hedge funds, and pension funds.

In addition to the direct market in policies, Deutsche Bank and Goldman Sachs, among others, have
established a synthetic market offering institutional investors products that replicate the investment in a
portfolio of TLPs. Separately, retail funds are also emerging in the 10 largest OECD countries.

The direct market for TLPs, also known as life settlements, is based mainly on US "whole life" policies.
Unlike term assurance, which runs for a fixed period, whole life policies last a lifetime and in most cases
are assignable. This means a third party can buy the policy, maintain the premiums, and receive the
benefits on the original policyholder's death. The success of the investment, therefore, will depend
largely on the accuracy of the medical or life expectancy report, on which the sale price is based.
Investors focus on policyholders who are 65 or over and have a medical condition that reduces their life
expectancy to between three and 15 years. Policyholders sell for a range of reasons but typically
because they genuinely no longer need the cover, or have a pressing need for capital, in which case the
circumstances might be classed as a "distress" sale. The policyholder can expect to sell for a higher price
than the insurer's surrender value but may still only get, say, 15 per cent of the face value of the policy,
which would otherwise be paid in full to the individual's beneficiaries.

The report says it is essential for policyholders to understand that a third-party will benefit from their
death. Individual and institutional investors should appreciate that their "return” is based on the
successful prediction of the date of the death of the original insured persons whose policies are held in
the fund or portfolio. These are important ethical issues and the potential for market abuse is
exacerbated by the lack of consistent regulation, which operates at US state rather than federal level.
The report notes, for example, that if overly optimistic mortality assumptions are used to price policies,
this will inflate the cash sums paid to policyholders (and the intermediaries' sales commission) and will
reduce the potential return on life settlement portfolios and funds.

In some states there is no regulatory framework for the secondary market, while in others regulation is
in place but is inconsistent.

A particularly thorny issue, currently under review in several states, is the potential for market distortion
associated with "stranger-originated life insurance" (Stoli) practices. This is where an individual takes out
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a policy on a "premium financing" basis, whereby an investor provides a loan or pays cash to cover the
cost of premiums, with the intention of buying the policy in due course. US life insurers are concerned
such practices could distort the main purpose of life insurance, which is based on an insurable interest
between an insurer, a policyholder, and a beneficiary, and is not intended for speculative investment.
Also, Stoli cases could be contested in the courts and the benefits paid to the family rather than the
investor.

The report warns that building a life settlement portfolio involves significant risk and requires
considerable expertise.

The emergence of synthetic structures that replicate an investment in life settlement portfolios could be
of considerable interest to institutional investors seeking exposure to older-age US longevity risk. Such
structures could eliminate exposure to policy-related risks, such as reputational risks in relation to how
policies are sourced, and cross-border tax risks.

The report concludes there would appear to be no particular ethical issues associated with investing in
this asset class that distinguish it from other investments based on mortality projections, provided there
is full transparency and the privacy of the policyholder is safeguarded.

David Blake is the director and Debbie Harrisansenior visiting fellow of the Pensions Institute at Cass
Business School

* And death shall have no dominion: Life settlements and the ethics of profiting from maqrtality
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Recommendations

The Pensions Institute report argues that the success of the secondary market in US life policies - for the
policyholder and the investor - will depend on improvements in regulation and also increased
competition between the primary and secondary market players.

In future we would expect to see:
*Standard and consistent regulation in all US states

*Clear and transparent standards for mortality and morbidity assumptions used in life expectancy
reports

*Transparency in the pricing of life settlements at all stages
*Transparency in the fees paid to intermediaries

*Effective data protection safeguards for the original policyholders, including identity, health conditions,
and financial status
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*The establishment of credit rating agency standards for assessing the credit risks associated with life
settlement transactions

*Initiatives on the part of insurance companies to provide policyholders with alternatives to the
secondary market, such as loans against the policy

*Rigorous regulatory standards for retail funds to ensure the risks and ethical considerations are made
clear

For further details on institutional investment regulatory issues, see 'Life Settlement Securitisation’, A.
M. Best, March 2008, www.ambest.com/debt/lifesettlement.pdf.
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