ELSA’s Spring Symposium
Closed-End Life Settlement Investments – How Risk
Can Be Assessed From An Investor’s Perspective

Agenda


ELSA’s Code of Practise & closed-end LS investments



Excursion: introducing probability curves using the examples of stochastic
cash flows and longevity



The ‘Pass Rate’ - a standardized risk measure for closed-end investments



Potential benefits of the ‘Pass Rate’
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ELSA’s Code of Practice &
closed-end LS investments
Does the Code of Practice provide a reasonable framework for closed-end life settlement
investments?


The purpose of the Code:
 ‘ELSA’s Code of Practice (the “Code”) was introduced to establish common standards of best practice within
the European life settlement industry and protect the interests of Investors in the asset class.’



How it works:
 The Code proposes elements which members of the association need to comply with and thereby providing
a certain level of comfort to investors with members of the association.
 The Code gives a quite comprehensive summary of issues which a prospective or existing investor should
care about.



With regards to closed-end life settlement investments:
 Closed-end life settlement investments are subject to the Code in general.
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About closed-end
investments
About closed-end life settlement investments


Closed-end life settlement investments:
 Are usually marketed as a sort of ‘bond-like’ investment.
 Imply usually a relatively safe and conservative investment, normally backed by a reference to the supersenior status of life insurance claims and the good financial rating of the issuing insurance companies.
 Are marketed often with features which investors like as for instance (high) coupon payments or a repayment
of the initial as per a certain date.
 Can be considered as the product which may have the largest potential to be eligible for institutional
investors.



Investors’ experience so far does not support the picture of a ‘relatively safe and conservative investment’.



The reasons for the disappointing experience:
 All the issues which are taken up in ELSA’s Code of Practice (f.i. use of short medical underwriting, marking
up of policies between purchase and booking in the portfolio and the difference going into the pockets of
involved parties, not sufficient cash reserves etc.).
 Stochastic behaviour and/or effect of longevity not properly considered respective ignored.
 Over-promise as for instance regarding coupon payments, re-payment of initial etc.
 Structure can allow/ incentivise to take advantage of non-alignment of interest, information asymmetry etc.
 Etc.



Unlike government or commercial bonds there is no ‘independent’ risk assessment available (f.i. a rating). There is
no measure available/established which mirrors the riskiness of a closed-end life settlement investment.
However the ‘Pass Rate’ could be a possible solution.
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Excursion: introducing probability
curves using the examples of
stochastic cash flows and
longevity
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The stochastic cash flows of
life settlement portfolios
The random occurrence of mortality creates stochastic cash flows
Cumulative cash flows for single runs (153 lives)
Monte Carlo simulations are well suited to highlight
the stochastic nature of projected cash flows from
life settlement portfolios.


In each run a specific date of death is defined for
every individual.
 For each run the combination is different.
 The date of death are determined based on the
mortality curve (i.e. the mortality probability at a
certain point in time).
 None of the runs is more correct than the other.
They all match with the underlying LE curves.


The different outcomes of the runs are not a
result of longevity but of the random occurrence
of death.



With more policies the shape of the cash flows
gets smoother and the results converge, i.e. the
outcome is less diverse. More lives, all other
equal, reduce the stochastic risk.

Cumulative cash flows for single runs (306 lives)
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Net cash probability
To better understand the characteristic of a life settlement portfolio probability curves need to be derived from the
simulated cash flow runs.

For each point in time it is calculated how many of the runs exceed a certain cash amount.

Each line in the right chart represents a defined probability in the range from 99.9% to 0.1%.

Keep in mind, the lines do not reflect a particular cash flow of an actual simulated run, they are probabilities!

Cumulative cash flows

Net cash probability
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A/E of stochastic simulations
A/E results within the stochastic behaviour of a portfolio




The chart on the right shows the A/E (actual to expected mortality) of the modelled portfolio. For each run, the A/E
was calculated at each point in time and the distribution than plotted. The A/E was calculated in the form (A-E)/E to
better show how the results converge towards the baseline (100% A/E).
In the early years of the simulation the A/E distribution is rather wide with most of the runs showing a higher or
lower A/E than 100%, but overtime they converge towards 100% (= base line in the chart).
Net cash probability

Actual / Expected
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The effect of longevity
Longevity leads to a shift of the cash flow streams





Longevity, in the sense that a cohort of lives are alive longer on average than expected, is a significant risk in any
life settlement investment. Longevity reduces the mortality in a portfolio and thereby reduces the net cash flow.
In the example below the LE of each policy has been extended by 12, 24 or 36 months. The lines only show the
average expected cash flow and not the full range of stochastic returns.
The effect of longevity is a shift of the net cash flow curves. Longevity is a different effect than the
stochastic behaviour of life settlements!
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Longevity and stochastic
To properly reflect the
riskiness of an investment it
is necessary to combine the
effects of longevity and
stochastic.






To better show the effect, the
average net cash flow of the
LE+24 simulation is shown in
each chart in red.
In the example the worst case
(0.01%) in the regular scenario
becomes the best case in the
scenario where LEs are
extended by 36 months.
The longevity risk cannot be
reduced by increasing the
size of the portfolio.
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The ‘Pass Rate’ – a
standardized risk measure for
closed-end investments
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Pass rate – a new risk
measure
The “pass rate” is a measure for the default risk of life settlement portfolios





The pass rate is defined as the probability of running into liquidation, missing a coupon payment, being unable to
repay the investment in full etc.
The pass rate is calculated by running Monte Carlo simulations and counting the number of runs that encounter
problems (running out of cash, unable to pay, etc.). A pass rate of 100% means all runs have been successful.
The pass rate accounts for stochastic risk and longevity risk as well. In addition all features of an
investment can be properly mirrored (fees, coupon payments, purchase price, repayment of initial etc.).
Running out of cash

Unable to repay the investment in full
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Pass rate – example
Equity Return
(Pass rate 100%)

Equity IRR

Bond Return
(Pass rate 100%)

Equity Return
(Pass rate 97.5%)

Equity IRR

(LE+00) with protection

Bond Return
(Pass rate 100%)

(LE+24) with protection

Pass rate calculated for a
reinsurance protected closedend portfolio
 The investment is split into a
senior tranche and a junior
tranche (‘equity’).
 Both, the bond and equity
tranche, have a pass rate of
100% for all scenarios except
the most severe longevity
assumption. At LE+24 the pass
rate of the equity tranche is
97.5%. There is a 2.5% risk that
the equity tranche can’t repay
the full notional in this scenario.
The expected loss for the equity
tranche in the LE+24 scenario
is 3%.
 The variation in return for bond
investors is due to the capital
calls and early redemptions.
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Potential benefits of the ‘Pass
Rate’
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Potential benefits of the ‘Pass Rate’


Potential investors have a standardized measure which describes the riskiness of a closed-end life
settlement investment.



The approach takes into consideration all different ways an investment could fail and the information
is compressed into a figure. Therefore a potential investor gets a much better view of the riskiness
of a product.



The pass rate can uncover issues which are normally ‘hidden’ as for instance if a certain coupon
payment is reasonable to be paid from a maturing portfolio in conjunction with the repayment of the
initial etc.
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Dedicated to uncorrelated
arbitrage

Thank you very much
AA-Partners Ltd.,
Witikonerstrasse 36,
8032 Zurich, Switzerland
Tel: +41 (0)79 834 3863
Email: info@aa-partners.ch
www.aa-partners.ch
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