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Life Settlement Wholesale Fund -

Profiting From Death

The Life Settlement Wholesale Fund is
the first fund available in Singapore that
invests in life insurance policies. Unlike
traditional unit trusts which profit from
equity or bond markets, the fund profits
by accurately predicting when a life policy
“matures.” Marketed by SG Life Settlement
Pte Ltd and approved for sale in Singapore
under the MAS “Restricted” scheme (i.e.
only available to Accredited Investors)
early this year, it has gained attention
from many investors because its returns

are uncorrelated with traditional market
such as equities and bonds.

Firstlaunched in May 2006 with a price
of US$0.7651, the current price as on July
1,2008is US$0.9577. This is equivalent to
agrossreturn of 25.2 percent. AsatMay 1,
2008, the fund has already grown to a size
of US$1.18 billion over a mere 2 years. The
majority of Investors include a number of
Australian & International institutions.

The underlying assets are Universal life
policies in the USA for policyholders whose

65 years or older and medically diagnosed
with life expectancy 10 years or less. 365
out of 538 policies in the fund at time of
writing have a sum assured exceeding
US$1 million because the fund purchases
policies from high net worth individuals.
Moreover, the fund only buys policies from
those regulated states in USA.

For those who are concerned about
the supply of policies, the life settlement
industry in the USA is no small market.
It has been said that the life settlement
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market in the USA is US$1.63 trillion.

Like all investments, there are risks
involved. The question is what are the risks
and are they worth taking? Promiseland
Independent, an independent financial
advisory firm identifies 6 risks of investing
inthe fund. These are: over reliance on just
a few providers, medical advances, cost,
valuation technique, “stop—loss” strategy
and ethics. We shall pose these difficult
guestions to one of the Fund directors,
Stephen Knott.

Wilfred Ling: Good day to you. The fund
appoints just two USA Licensed Providers
namely CMG Surety LLC (“CMG”) and Life
Settlement Providers LLC (“LSP”) to source
and procure life policies. Does it help to
have more providers to diversify the risk
of over reliance? Shepherds Select Fund
collapsed because it bought all its life
policies from Mutual Benefits Corporation
(“MBC"). MBC wentinto receivership in May
2004 amid allegations of fraud and money
laundering.

Stephen Knott: We only purchase policies
from providers who are licensed in the
USA to trade in Life Settlements. CMG &
LSP are the two pre—eminent providers
in the USA. These two providers operate
under strict service agreements on a fee
for service basis at commercial rates
and are subject to annual review. They
each own 25 per cent of the Responsible
Entity (Life Settlement Funds Limited).
David Hartman, Chief Operating Officer
of LSP, a CPA and a fraud examiner, has
just been appointed Chairman of LISA (Life
Insurance Settlement Association which is
the industry’s trade association). CMG and
LSP have established a Code of Business
Conduct (Code) for its employees and
associates. This Code has been adopted
by both CMG and LSP which act as an
assurance that the companies are in legal
and ethical compliance with all practices
and procedures used to evaluate, acquire,
securitize, and manage policies. The Code
is intended to ensure that the highest
standards of integrity are maintained with
respect to all the operations of CMG and

LSP.

MBC was a USA based unregistered
fund that invested in viaticals and life
settlements. Their fees were not disclosed
and they paid returns to investors out of
the money paid in by subsequentinvestors,
rather than from netrevenues generated by
the business (i.e. ponzi scheme).

The Life Settlements Wholesale Fund
is an Australian registered managed
investment scheme (ARSN 110 346 695)
with full disclosure of fees and every policy
purchased premium funded. It is subject
to review by an external compliance
committee, twice annual external audit
by an international accounting firm, and
review by the Australian regulatory system.
Public information on the Fund is available
from a wide variety of sources including
Bloomberg data service.

Wilfred Ling: Medicaladvanceswillincrease
the life expectancy of the life assured. This
will negatively impact the return of the fund.
How do you handle such risk?

Stephen Knott: Experienced assessors
review policies on behalf of the fund and
provide comprehensive written reports.
The fund predominantly uses 21st Services
for their life expectancy evaluations — an
actuarial and medical analysis of an
insured’s life expectancy, medical history
and impairments. 21st Services regularly
tests and updates its methodology to make
sure they're providing the best evaluations
possible. More than just relying on actuarial
data, these assessments also include
evaluation by whatis possibly the industry’s
most sophisticated debit/credit model.
Further 21st Services keeps a watchful eye
on future mortality trends for adaptation
into their methodology.

The risk of medical
mitigated somewhat by ensuring the fund
diversifies across a wide variety of medical
impairments. Currently the life assured
suffer at least one of the 10 medical
impairments of which hypertension is the
largest occupying 12 per cent. Risk is also
mitigated by the fact that the average age
of our insured lives is over 80.

advances is

Wilfred Ling: According to the product
disclosure statement, the Indirect Cost

Ratio (ICR) is 3 per cent per annum. If we
would to add in sales charge, exit fee and
performance fee, do you think the cost of

the fund is too high? What is a realistic net

return of the fund assuming 5 years time

horizon?

Stephen Knott: The Fund’s average annual
return for the past 2 years to June 30, 2008
is 12 per cent per annum. This returnis net
of all fees. There are no exit fees and the
performance fee is only paid on netincome
into the Fund from claiming under policies.
The hurdle rate is 10 per cent. The fees
are now 2.10 per cent per annum. As the
Fund grows the fees reduce. The fees are
industry standard for a fund that is actively
managed.

Wilfred Ling:
of the life assured in the fund has died.
The current positive return of the fund is
due to “paper gain.” Give a simple example
to illustrate how the fund calculates the

As what | understand, none

“NAV” of a life policy as it approaches its
life expectancy.

Stephen Knott: There have been several
deaths in the pool already but these are
yet to trigger a taxable distribution. The
simple answer is that NAV is the cost
basis plus the net death benefit minus the
future premium payments multiplied by the
cumulative mortality of 1000 lives over 15
years. The mortality tables are supplied by
the medical assessor’s. There is no simple
example. The most powerful elements of
the fund’s business model, and what makes
it unique in the Life Settlement industry,
are its policy pricing and NAV models.
The process used by the fund to value
the policies within the fund underwent
actuarial review after its completion and is
currently the subject of a pending patent
filed in the United States and other foreign
countries. Prior to the purchase of the
policy, the individual policy dynamics are
reviewed and assessed to determine the
impact of the NAV of that specific policy
over time. Graphical representations of



the NAV impact, expected IRR, premium
burden, and overall estimated IRR are
determined. From the interpretation of the
graphical and other information specific to
each policy, a decision is made as to the
appropriateness of policy purchase. Risk
management is performed on each policy
prior to purchase as well, to determine the
optimal resale point beyond anticipated life
expectancy whereby a positive return can
still be obtained in the secondary market.
Other traditional risk management
such as insurance carrier concentration,
medical risk concentration, face amount
analysis, life expectancy analysis, value to
face percentages, etc. are also performed
monthly. We manage to the down side of
the “tail” of the mortality curve to ensure
the optimal returns, even on policies that go
beyond anticipated life expectancy.

Wilfred Ling:
assured lives beyond the life expectancy?
Doesthe fund employ a “stop—loss” strategy
to ensure that it does not continue to pay

What happens when a life

premium to a policy that did not mature
as expected?

Stephen Knott: We actively manage the
pool of policies. We only value each policy
in the pool to a max of 85 per cent so that if
we need to sell the policy itis saleable. The
fund is structured so the unit price grows
by the aggregation of the increased value
each month of each policy, thus removing
the dependence on policy maturities to
generate returns for investors.

The Fund reviews life expectancy
calculations from time to time and will sell
policies that no longer meet its criteria.

Wilfred Ling: Is it ethical to profit from
someone’s death?

Stephen Knott: Life Settlements are a
logical extension of the Life Insurance
industry. Life settlements are responsible

investments that facilitate a valued service

for Americans who have an unneeded or
unwanted life insurance policy. Forinvestors
who might question the ethical side of the
secondary market in life insurance, it is
important to understand that it provides
policyholders with access to fair market
value for their policies. It means high—
net—worth policyowners, aged 65 or older,
now have a third option. They have long
had the choice of retaining their policy and
continuing to pay the premiums themselves
or of surrendering their policy or letting it
lapse. Now, they can choose to sell it in a
structured, regulated process that protects
them as the policy owner.

Imagine if you were an American who
took out a $1 million life insurance policy in
the prime of life and paid an average 3 per
cent per year in premiums. After 10 years,
you've paid $300,000 in after tax dollars,
yetyounolonger need this policy. Before the
emergence of the life settlements industry,
your life insurance company offers you a
cash surrender value of $50,000, but today
you have a more favourable option.

Many policies on the secondary market
are ‘key—man’ insurance policies taken out
as part of a business or rural enterprise.
When the enterprise is sold the cover
becomes excessive and rather than letting
it lapse owners can unlock some of the
value in that asset for themselves by selling
it as a life settlement.

Investors who are considering this
asset class need to be aware that the fund
doesn’t add or subtract a single day of life
from an individual by buying their policy.
Yet, there is no denying that the fund (and
its investors) does add to the quality of an
insured’s life by purchasing their policy.

From the business perspective, life
settlements canbe anattractive investment,
and from the personal perspective of the
policy owner, it is a valuable service.

Therefore, a life settlement offers a
win—win outcome for both parties as an

b ounwanted, life insurance policy becomes

o SRS T oy

purchase is simply a negotiat nancial
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willing buyer.

Wilfred Ling:
to 5 (“highest risk”), how would you rate
this fund’s risk?

Using a scale of 1 (“no risk”)

Stephen Knott: 3 on the basis that 1 is
cash and 5 is equities. We liken this asset
class to be between equities and cash, i.e.
bonds.

Wilfred Ling: Thank you for answering our
guestions.

For readers of this article, it is important

to always construct an investment
portfolio based on one’s risk appetite and

objectives before embarking to purchase
any investment products. In that context of

assetallocation, life settlement as an asset
class that can potentially improve the risk—
reward outcome of a portfolio because it
is uncorrelated to equities and bonds. Life
settlement is not a risk—less investment.
Past performance is not indicative of future

performance. When in doubt in portfolio
construction, always consult a financial
adviser. mm
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