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1. Introduction

| E The second consecutive year of growth in the amount of face value settled may indicate a
| rencwed interest in life settlements by investors.

This interest reflects a combination of a prolonged low interest rate environment, continued
investment allocations to non correlating alternative asset classes, and the stability of the
life settlement landscape, The stability of the life settlement landscape reflects the investor
awareness of the investment risks associated with the asset class, a more favorable tax
environment, and demographics trends creating a growing supply of policies that could be
settled.

The potential cloud on the horizon are COI (cost of insurance) increases on UL (universal
life) policies. These increases could raise premiums for settled policies and eventually
reduce investor returns, Some of those increases have been challenged in court. That said,
insurers remain under some degree of pressure created by lower investment returns on their
assets. As a result, this study continues its analysis of the issues driving COI increases. We
also continue our analysis of the life insurance companies whose policies life seftlement
investors purchased. This analysis provides useful insight for investors on the financial
performance of the companies that issued the policies in their portfolios and the possible
impact life settlements may have on those compames

This study reviews this diverse secondary market for insurance products.

=  Wereview the current market and provide our forecast for 2018-2027.

e TR AN s

*  We analyze the performance of those insurers targeted by life settlement investors and
compare them to the broader life industry.

»  We analyze the drivers for recent COI increases.

i * As always, for new investors curious about life settlements, we provide an introductory
primer of how life seitlements operate.

! 3
g Mmmawmmmmmmammmwmummm 5
1 stored in an electronic retrinval system, or trepalated into any languags in any form by &ny means without the prior written permission of Coming.




1. Introduction (’ CONNING
A History of Life Settlement Research

Conning has followed the development of the life settlement market since 1999. Our prior
studies include:

Viatical Settlements—The Secondary Market for Life Insurance Policies |
| 2003 Life Settlements—Additional Pressure on Life Profits :
| 2006  Life Settlements—The Concept Catches On

2007  Life Settlement Market—Increasing Capital and Investor Demand

| 2008  Life Settlement Market—New Challenges to Growth

| 2009 Life Settlements—A Buyers’ Market for Now

2010 Life Settiements—The Market Stabilizes as Insurer Impact Grows

| 2011 Life Settlements—An Asset Class Resets

[ 2012 Life Settlements—Weak Investor Supply Despite Growing Consumer Demand
2013  Life Settlements—A New Opportunity in Smaller Policies

1 2014 Life Settlements—Growing Unmet Need, Increasing Opportunity

1 2015 Life Settlements and Secondary Market Annuities—Opportunities and Challenges

2016 Life Settlements, Secondary Annuities, and Structured Settlements—Rate Increases
Squeeze Returns

Life Settiements—Steady Growth, Growing Potential

6 ‘This research pubBioution is copyrighted whth all tights meerved. No pert of this reseanoh publication may be reproduoed, transeribed, tramemitted,
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2. Executive Summary

Conning first reviewed the life settlement market in 1999. This is the 13" annual review
and forecast of the life settlement market. This edition continues our review of those life
insurers who have been targeted by life settlement investors. In addition, we also continue
our analysis of the factors driving COI increases, a key issue of concern for many life
settlement investors.

Life Settlement Market Review

Conning’s life settlement market review shows the development of the life settlement
market, in terms of annual volumes and in force settlements, from 2002 through 2017. Cur
market review also includes announcements involving key market participants, regulatory
actions, or litigation in the second half of 2017 and the first half of 2018.

Tn 2017 and through the first half of 2018, the life settlement market has exhibited growing
strength. The volume of new seitlements continues to increase. The number of new life
seitlements is a positive factor for the number of in force life scttlements.

Company announcements over the past year support the positive landscape for life
settlements. The Tax Cuts and Jobs Creation Act (TCJA) was a positive development that
should simplify the process for future life seitlements. What is also noticeable, is the
continued development of life settlement provider websites. Calculators provide
individuals interested in settling their policies with a sense of what that policy could be
worth. At the same time, those calculators generate leads for the providers to follow.

From July 2017 through June 2018, announcements by companies participating in the life
settlements market broadly concerned issues of growth and expansion. Geographic
expansion, capital raises, and the sales of policy portfolios were recurring themes.

Legal and regulatory actions continued from July 2017 through June 2018. The positive
impact on life settlements from the TCJA was the significant regulatory action. Actions by
the federal court for the Second Circuit dominated the legal arena.

“This sesearsh publioution ts copyrighted with all rights reserved. No part of tis researsh publioation may be reprodnoed, trensoribed, trensitted, 7
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2. Exacutive Summary

With this edition, Conning begins a review and analysis of the online tools and presence
of life settlement participants. Driving this analysis is the growing importance all
businesses place on using the Internet and social media to aitract and develop business. Our
initial examination finds that the inclusion of life settlement calculators and educational
and promotional videos is established.

Life Settlement Forecast Drivers

Looking beyond 2017, several key drivers are favorable for continued growth in the life
settlement market.

The economic and capital drivers for life settlements are positive. Even as interest rates
improve, they remain below historic levels. Asset managers and investors are likely to
continue allocating capital to alternative assets. Life seftlements should benefit from that
allocation, ’

Consumer drivers favor the continued growth of life settlements. The number of potential
customers will increase as more Baby Boomers enter their senior years. As that generation
ages, concerns about how its members will fund LTC (long-term care) increase. Both
drivers are positive in terms of increasing the number of policy owners who might want to
settle their policy.

Industry drivers remair mostly favorable for the continued growth of life settlements. The
broad regulatory landscape for life settlements has stabilized. While the passage of the
TCJA is positive, the availability of credit for life settlement investors to finance premiums
on existing portfolios appears to remain limited. Life expectancy revisions are now
understood as an investment risk, rather than an unexpected surprise.

Two drivers are key to the development of the tertiary life settlement market (where
investors resell secondary market policies or portfolios.) Policy evaluation costs for already
settled policies are a factor in pricing portfolios. At the same time, the number of available
policies in the tertiary market is driven by the amount of in force policies and the
competition for those policies may increase policy costs. These drivers influence investor
decisions whether to purchase a new policy, an already settled policy, or not purchase any
type of policy. Looking ahead, these drivers are mixed and suggest that capital may
concentrate on new life scttlements.

8 This rasearch publication is copyrighted with all rights reserved. No part of this reseerch publication may be reproduced, traseribed, trammitted,
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o @ CONNING 2. Exscutive Summary

Life Settlement Market Forecast

Given the favorable nature of the drivers of life settlement market growth, our analysis of
the life settlement market is that:

= The average of our ten-year forecast of the ammual gross market potential for life
settlements is an increase from the prior forecast.

= The average of our ten-year forecast of the annual volume of new life settlements is
also an increase from our 2016 forecast.

The amount of in force life settlements will decline as policies settled in the mid-2000s
mature and claims are paid. '

Life Settlement Insurer Performance

Over the course of the life settlement asset class’s development, life settlement investors
have purchased policies from a wide selection of companies. In 2017, 606 companics
reported any amount of life insurance reserves. Qur analysis of Form 10(k)s of life
settlement companies found that the policies they owned were issued by 43 nsurance
companies. An insurance group is a holding company with one or more operating
subsidiaries. 2

Before reinsurance, the life industry reported a total face value of $9.0 trillion of cash value
life insurance in force at the end of 2017. The 43 insurers whose policies life settlement
companies own represented 50%, or $4.5 trillion, of the cash value life insurance in force
at year-end 2017. Cash value insurance, whole life, and universal life, is the product that
life settlement investors favor. '

Insurers targeted by life settlement investors have experienced worsening mortality
performance over the period of 2013 through 2017. We examined surrenders as both a
percentage of in force face value and in absolute dollar terms. Analyzing face value
provides an indication of how much of an insurer’s book of life business is being lost. The
amount of surrender benefits, as a percentage of reserves, gives some insight to the

- ¢conomic impact of surrenders on an insurer.

,
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2. Exeoitive Sarmary & conning

One reason there may be an increase in death claims is that fewer policies are lapsed or
surrendered. This impact on lapse and surrender rates provide some indication of potential
future mortality experience. Insurers targeted by life settlement investors have lower lapse
rates than the remaining industry, indicated by stronger growth of in force face value by
the 43 insurers than by the remaining industry.

The use of reinsurance can reduce the financial impact from higher mortality rates on a
primary insurer by transferring the cost of death claims to a reinsurer. As a result,
companies with higher cession rates (the percentage of direct premiums ceded to a
reinsurer) may have reported lower mortality benefit rates than companies that choose not
to use reinsurance,

The performance of insurer General Account portfolios is crucial to profitability. For life
settlement investors, an insurer’s ability to generate strong investment returns can directly
affect UL crediting rates. At the same time, overall profitability indicates an insurer’s
financial strength and its ability to meet future claims,

Cost of Insurance Increase

Life settlement investors have shown a strong preference for purchasing UL insurance,
This preference is due to the product’s structure, which enables investors to optimize their
premiums. Simply put, premium optimization involves making the minimum premium
payments necessary to keep the policy in force. Increases in COI charges can affect
premium optimization. '

The COI charge applied on a UL policy primarily covers insurer mortality experience. It
also provides recovery for insurer expenses, profit, and interest spread (e.g., the pricing
interest spread may be reduced by increasing COIs and vice versa). :

Between 2015 and 2017, some insurers made the difficult decision to increase their COI
rates. Through August 2018, John Hancock and Voya are examples of companies that
increased COI rates. For life settlement investors, CO] increases, in combination with
lowering crediting rates, can significantly affect premium optimization and eventually
overall investment returns.

10 This research publication bs copyrighted with all rights ressrved. No part of this tesearch publisatiost may be reproduoed, transcribed, transmined,
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- Several lawsuits have been filed against insurers for the COI increases. These lawsnuits
" continmed to make their way through the legal system in 2018. COl increases attracted the
.:'_M@ofseveralstateregulahorsaswellasnationalconsmnergroups.Bﬁ'ortsbeganby
‘_-m_mwmﬁmmdisclosmeabmm&xmﬂiwm,cmmm

Based on insurer announcements, the major factors driving COl increases were higher than
" expected mortality, lower then expected investment returns on insurer portfolios, and lower
_than expected policy crediting rates. In most cases, the companies announcing COI
. incredses did report lower performance than the remaining industry.

,
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3. Life Settlement Market Review

A review of the life settlement market for 2017 and through the first half of 2018 shows an
improving landscape. This chapter reviews the key financial results for the asset class,
specifically the amount of new life settlements, death benefits paid, and the change in the
amount of in force life settlements.

Beyond the financial results from new settlements and benefit payments, we continue our
review of ammouncements from key players, as well as key legal and regulatory
developments. With this edition, we include an overview and analysis of the online
presence life settiement firms use.

Our review of the life settlement market for 2017 finds:
» The amount of new life settlements increased for the second consecutive year.

» The death benefits paid by insurers to three public life settlement investors increased
in 2017 from 2016 levels.

*  From July 2017 through June 2018, announcements by companies participating in the
life settlements market broadly concerned issues of growth and expansion.

» The positive impact on life seitlements from the TCJA. was the significant regulatory
action.

The following sections analyze the U.S. life settlement market and its potential growth over
the coming decade.

Life Settlement Market Review

Conning’s life settlement market review shows the development of the life settlement
market, in terms of annual volumes and in force settlements, from 2002 through 2017. Our
market review also includes announcements involving key market participants, regulatory
actions, and litigation in the second half of 2017 and the first half of 2018.

“This research publication is copyrighted with all rigits reserved. No part of this resezrch publication may be reprodised, transoribed, wansmitted, 13
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Conning 2017 Market Volumes

The annual amount of life scttlements increased strongly in 2017 compared to the prior
year. The amount of in force life settlements decreased. Our review of publicly available
reports found that the amount of reported bemefit payments made to publicly traded
companies with life settlement portfolios decreased in 2017.

Annual Volumes Increase, In Force Amount Decreased in 2017

In 2017, based on the percentage increase in new life settlements reported by Conning’s
study, Life Settlements—Steady Growth, Growing Potential, Conning estimates investors
purchased approximately $2.5 billion worth of U.S. life insurance face value.

In 2017, the annual volume of $2.5 billion in face value of life settlements was a strong
increase from 2016 and the second highest amount since 2011. However, with policies
maturing or lapsing, the amount of in force life settlements decreased from $25.2 billion in
2016 to $21.8 billion in 2017. The rélatively strong decreases of in force amounts since
2013 reflect the maturation of the large face amounts sold between 2005 and 2009.

ggnnlng Estimate of Annual and In Force U.S. Life Settlement Volume

— Arrael i 11} FOUTS
# — o —— e T$%E

m e — - F——— - - 2348— =

" T R _::-‘."2': _ '- . _?'-f - e e
(320 70 |4 K 1 éﬁ 4 B o
2002 2003 2004 2008 2008 007 2008 2000 2010 2011
Prepared by Conning, inc. Socroe: G2ME Conning, Inc.

* Life Settlements—Steady Growth, Growing Potentiai reported that 2017 annual volume
based on available state filings increased 19%.

* Over the past five years, the annual volume of new life settlements has averaged
$2.1 billion. Annual volumes ranged from $1.7 billion to $2.6 billion over this period,
and 2017 represent the second consecutive year of growth, This may signal a renewed
interest by capital providers in this asset class.

14 ‘This researsh publicution is copyrighted witts all rights reserved. No part of this resesrch publication may be reproduced, tramserbed, transmitted,
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CONNING' 3. Life Seftiement Market Review

L 3'. 'Ihea:mmﬁ of face value for in force life settlements decreased to an estimated total
of $22 billion in 2017. The decrease of in force face value reflects the combination of
policies maturing and lapses outpacing new policy growth.

= -é’éonﬁxmedincmaseinthe amount of new life settiements would slow the decrease in
the amount of in force settlements and eventually begin to increasc that amount. This
bodes well for the future supply of policies available in the tertiary market.

' Benefit Payments Increased in 2017
' We reviewed the 10(k)s of three public companies with life settlement portfolios to
. understand the amount of revenue being generated from maturing policies. The amount of
. reported claims paid on already settled policies decreased approximately 26% in 2017,
" compared to-2016. The primary driver of this decrease was AIG, which disposed of its
- entire Jife settlement portfolio during 2017. This reduced the amount of revenue it reported
for the year., .

*. AIG roported that it reccived $266 million in mcome in 2017, compared to
~ $453 million in 2016.

IR . Emergent Capital, Inc. reported it received $67.2 million from maturing policies in
T 20:17’, compared to $37.5 million in 2016.
' GWGHoldings reported it recsived almost $64.7 million in death benefits from its lfe
o - settlement portfolio during 2017, compared to $48.5 million in 2016,

' Thk : - —
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2018 Key Participant Announcements |

From July 2017 through June 2018, announcements by corpanies participating in the life ,
settlements market showed broadly concerned issues of growth and expansion. Geographic i
expansion, capital raises, and the sales of policy portfolios were recurring themes.

2017H2-2018H2 Key Participant Announcements

Company Announcements
Abacus Expanded its business into West Virginia L
__ﬂ_[' ]R““"‘ T oTe '.'_"-'-'“““—'— g OI o HE C Eﬁﬁﬂmh Beconss, [aunches plm - 5

Amertcanlntemaﬁorwl@roup Soldmerenmmderofltsltfaeeﬂlemem;)mﬂoﬁo
AmTrzstFinancial Services | Sold most of s e seliement poriioio e
Corry Capital Advisors Raisedmeﬂ‘tan%OOmHﬁonforanawlﬁaseﬂieam

@”{W@ ~__Redeamed approximately $16.1 million: in shares - <
FidentiaX Sﬁ:gapom-bmadstmtapaea&sb!ockchahplatfom

Lits Sefflement nstfits " Opens mambarship T fantia) savisors
Life Settlements Asset PLC LatmhedonLondonStothmtmtge

AISPipaling " T Tanches agency plaliorm T TTT T T

LIST Setflements AcceptedﬁttozmaTeIAvivBarcIay’aAocelamorProgmn

‘Mason Finangial ™~ " Bxpanded number of Stes T s lcensed o operate . %

NorthStar Life Services *Acqmred*“”" Torroy Pines Services i j

Perla Global Capital - 7% m&ma’ﬁwwmmm

VidaCapﬂal ' " Closed second [ife settiement fund ]
Windsor (e " inkioduced naw o Settmend caleulitor . 4 o |

memmmm . "
}

Abacus Life Settlements Obtains West Virginia License

In May 2018, Abacus Life Settlements announced that it was granted a life settlement
provider license by the West Virginia Offices of the Insurance Commissioner. This
expanded the numbser of states where Abacus could conduct life settlements to 40. As the
state with the third highest percentage of seniors, West Virginia’s licensure process for
viatical and life settlement providers is considered one of the most rigorous in the nation,

ALIR Acquires California Provider License, Introduces New Platform

ALIR, LLC, a leading life settlement provider, announced it has obtained a life settlement
provider license from the state of California. The license will allow ALIR to provide life
settlement services to California’s 39 million residents. As a life settlement provider, ALIR
is positioned as a leader in the industry. Its unique approach of direct origination, coupled
with servicing individual policies of $50,000 and up, distinguishes ALIR from its
competition.

16 This research publication 1 copyrighted with ell rights reserved, No part of tiis research publioation may be raproduced, transcribed, transmitted,
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ALIR has rolled out its online portal ABC (ALIR Broker Connect). The ABC platform
provides a s;mple online tool for life settlement brokers to quickly share case files including
life expectancy reports, illustrations, policy data, and medical records for pricing. This
facilitates quicker turnaround and funding of life settlement cases and streamlined
warkflow for the life settlement broker community.

AIG Dispose of Remaining Policies in its Life Settlement Portfolio
 AIG spld the remainder of its life settlements portfolio in 2017, In 2016, Blackstone Group'
 was reported to be the successful bidder for the first block of AIG's life settlement
portfolio. The winning bid was not known for the tranche containing $4.5 billion to
$5 billion in face amount. The remaining block had a total face value of approximately
$9.8 billion. AIG reported a loss on the sale of $139 million and total book value
lmpaarments on the policies of $360 million. |

AmTrust Financial Disposes of Majority of its Life Settlement Portfolio

~ AmTrust Financial Services announced in its 2018 10(k) that it had sold most of its life
settlement portfolio investments. The company had a 50% ownemhxp interest in two
entities formed for the purpose of acquiring life settlement contracts, with a subsidiary of
NGHC (National General Holding Corporation) owning the remaining 50%. AmTrust’s
life settlement entities were Tiger Capital, LLC and AMT Capital Holdings. In August
2017, AmTrust sold 114 life settlement contracts from Tiger portfolio for $100.0 million.
In December 2017, the two AmTrust entities contributed another 136 life settlement
contracts to a limited partnership managed and operated by an unrelated third-party.

- AmTrust received $217.8 million of cash and the right to reccive certain contingent carn-
out payrsents, The two AmTrust entities have a 30% non-controlling equity interest in the
limited partership. Those two transactions divested AmTrust of all but six remaining life
settlement policies with a year-end 2017 value of $20.8 million. AmTrust docs not expect
to be an active purchaser of life settlement policies going forward.

Corry Capital Raises More Than $300 million for a New Life Settlement Fund
| bn July 2018, CCA (Corry Capital Advisors) announced it had raised more than
i $300 million for a new fund. Information about the fund was not made publicly available.

EEA Lff'esetdemerztﬁ'and Redeems Shares
:'he EEA Life Settlement Fund redeemed shares valued at approximately $15.1 million on
ebruary 12, 2018. The redemption equated to approximately 10.3% of the
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Jenuary 31, 2018 net asset value of the EEA Life Settlement Fund Run-Off Cells. In
February 2018, there were 115 active policies still in the fund with a net death benefit of
$405 million,

Since the suspension, the fund has been returning money to trapped investors on announced
redemption days. The February 2018 redemptions were made despite the fact that the
benefits paid on some 2017Q3 policy claims were the subject of a lawsuit. Coventry
Capital, filed a suit against EEA, alleging that the firm had thwarted its efforts to buy the
portfolio of life scttlements following a “pattern of frandulent, bad faith conduct”.

The fund initially suspended redemptions in 2011 following a wave of withdrawal requests
after the FSA (Financial Services Authority) branded retail life settlement funds “toxic”.
When the EEA Lifc Settlements find was suspended, it held policies valued at
$955 miltion,

FidentiaX Creates Blockchain Life Settlement Platform

FidentiaX is a Singapore-based startup using a blockchain life settlement platform. It plans
to focus on Asia, starting in Singapore, then moving to Malaysia and Hong Kong,. The
marketplace will be live by the end of 2018. In each jurisdiction, the policies will be held
in a trust managed by a lawyer. Legally the policies will be owned by the trust.

FidentiaX’s co-founder, Alvin Ang, explains that an investor could be in a different
jurisdiction to the policyholder. The beneficial owner will be recorded on the blockchain.
The lawyers will have a blockchain node and a separate database with full policy details.
The two will be connected using an oracle, which is a way for a blockchain to communicate
with off-chain data, This structure also ensures the privacy of the policyholder whose name
will not be revealed to buyers. Typical information will include the policy, the insurer, the
policy tenure, the policy surrender value, projected return, and some basic information
about the life assured’s age and gender. They do not plan to disclose health conditions.

FidentiaX is creating a model fund that involves buying some policies directly from the
market. The idea is to tokenize the fund in the future, enabling fractional ownership of a
policy. The longer-term plan will involve securitization, However, FidentiaX will need a
larger capital structure and comply with complex regulations.

18 This ressarch publication s copyrighted with all rigits rescrved. No part of this resesrch publication may be reproduced, trenseribed, trnsmitted,
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Life Setilement Institute Opens Membership for Financial Advisors

The Lifie Settlement Institute opened to financial advisors in September 2018. The
Institute’s goal is to educate and train financial advisors about life settlements. “Individual
financial professionals are an underserved segment of the life settlement industry, and the

Life Settlement Institute was founded to contribute to their success.” Says Nels Griffin, a

principal at the Life Settlement Institute. “We have rolled out our online presence at
LifeSettlementInstitute.org, which provides a free membership driven platform to guide
and educate individual professionals that want to contribute to the industry growth. We.
{now this is the right time to make life settlements part of the broader financial dialogue

' and we have the right team to facilitate this transition.”

Life Settlement Asset Fund Backed by Acheron Lists on London Stock Exchange

Life Setilement Assets PLC was listed on the London Stock Exchange’s specialist fund
segment in April 2018, as the manager of the strategy looks to gain access to a broader
cross-section of investors through a listed closed-ended vehicle. Life Scttlement Assets

PLC is a newly formed closed-ended investment company, backed by London-based
" alternative investment manager Acheron Capital Limited, which has had' dealings in ILS

(Insurance Linked Securities) and insurance-linked strategies in the past.

Acheron used to manage its Natural Risk Fund, which invested in catastrophe bonds and
mhmmeelmkedswmiﬁw,bm‘fmmisnewlamchimfocushasswhchedbackmﬁ&
setilements, another area where the firm has a history. Life Settlement Assets PLC will
larget the management of portfolios of whole and partial interests in life settlement policies
issued by life insurance companies, largely sourced from companies in the United States.

The _ﬁmd was previously known as the Acheron Portfolio Corporation (Luxembourg) S.A.,
which was delisted in Luxembourg before its listing under the new company name in
London. The firm’s investment objective will be focused on generating long-term returns
for its investors through allocations made to the life settlement market and after this listing
it will acquire the portfolios of the previously named Acheron Portfolio Corporation.

LIS Pipeline Platform Introduced
LIS Pipelipe, a start-up technology company out of Florida, has created an online life
setilement sybmission platform for life insurance agents and financial professionals. The

LIS Pipeline was created to become the tool financial professionals use to grow life

seitlement as an offering throughout their organizations.

— :
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,

The pipeline simplifies and digitizes the most time consuming aspects of life settlement
transactions, LIS Pipeline provides the first ever fuily electronic life settlement application
backed by blockchain auditability. Once an application is submitted, users can easily track
where the application is in process and provide additional documents and information as
requested.

LiST Settlements Accepted into FinTech Accelerator

LiST Settlements, a life settlement blockchain technology company, was accepted by
Barclays and Techstars into the 2018 Tel Aviv Barclays Accelerator program. The
accelerator program will provide mentoring and networking help for 11 financial services
technology firms this year. Program managers picked LiST and the other 2018 participants
from a pool of about 200 applicants. The founders of LiST, Yaacov Goldenhersh, Izik
Algarisi, and Yaakov Bergman, want to use blockchain technology to turn life insurance
policies into easily tradeable assets.

Mason Finance Expands List of States

Mason Finance, a fintech life settlement start-up, announced in 2018 that it acquired life
settlement licenses in California, Arizona, North Carolina, Tennessee, and Pennsylvania.
These new states built on other licenses granted in 2017 for Washington D.C., Alabama,
Michigan, Missouri, New Mexico, South Carolina, South Dakota, and Wyoming, Mason -
Finance is an online “reverse life insurance” provider that offers viatical settlements, life -
settlements, and Medicaid settlements.

NorthStar Life Services Acquires Torrey Pines Services

NorthiStar Life Services, LLC, a full-service life settlement advisory firm that assists
institutional and private investors with each stage of the life settlement investment cycle,
announced that it has completed the purchase of the business and assets of Torrey Pines
Services, LLC. Torrey Pines Services provides policy servicing, portfolic management,
and optimization services to help owners of life insurance policies better manage their
assets,

Perla Global Capital Advisors Announces Global Life Asset Management, LLC Joint
Venture

In 2018, Perla Global Capital Advisors announced the formation of Global Life Asset
Meanagement, LLC. Global Life Asset Management is a joint venture formed between Perla -
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_ Global Capital Advisors and JSC Financial and Insurance Services. The new joint venture
will acquire life settloments in collaboration with national brokers and providers.

" The new company will review and purchase term life, whole life, and universal life
insurance policies for acquisition with face value of $250,000 to $500,000 and up to
$5.0 million for ages 65 years and older. The focus will be for those in their late 70°s and
early 80’s. The company plans to leverage JSC Financial and Insurance Services business
platform of over 250 agent affiliates. :

Vida Capital Raises Capital for New Credit Fund

Vida Capital, an alternative asset manager with around $3.5 billion under management in
various insurance-linked strategies, announced in 2018 that it had raised $886 million for
a new closed-end life settlement fund. The company had been targeting a $750 million
capital raise for its new Vida Insurance Credit Opportunity Fund II, but raised $886 million
in capital commitments from institutional investors including U.S. and global public
pension plans, insurance companies, foundations, family offices, as well as some high net
worth individuals, Vida Capital is integrated with Magna Life Settlements, a licensed life
settlement provider. As a result, the firm can source a proprietary deal flow of life
setflement investment opportunities, giving it immediate access to origination. The new
life settlements focused fund is the third capital raise for a closed-end fund that Vida
Capital has completed since its inception in 2009.

Windsor Life Settlements Introduces New Life Settlement Calculator

Windsor Life Settlements, LLC unveiled their “Life Settlement Caleulator™ with the goal
of helping all life insurance policyholders get an instant estimate of their policy’s value on
the secondary market. In addition to providing instant estimates for policyholders, Windsor
has also produced educational resources like the “Ultimate Guide To Life Settlements™
with a two-part goal. The first goal is to increase transparency about the life settlement
process for the policyholders currently going through the process, by providing helpful
information about topics like the new life settlement tax laws, which actually now benefit
and even incentivize policyholders. The second goal is to increase consumer awareness
and confidence of the life scttlement option by producing trustworthy resources that help
policyholders make the best decision possible, even if that option is not a life settlement.

This resserch publication is copyrighted with slt rights reserved. No past of this resesvech publioation may b reproduced, transoribed, transmitted, 21
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Key Legal/Regulatory Action .ﬁ{;
Legal and regulatory actions continued from July 2017 through June 2018. The elimination *

of the requirement to remove COI from the cost basis of life settlements was a positive
regulatory change created by TCJA. Actions by the federal court for the Second Circuit
dominated the legal arena.

Key Legail/Regulatory Actions
Entity Actions Taken from June 2017-June 2018
Congress _Passed the Tex Cuts and Jobs Act
US.Cmutoprpealsforﬁw RuledonNewYmkStatajmisdi&ﬁomldismﬁaonﬁfese&lmntcase
Second Circuit Ruled on STOLI victim case

e """'“"'_'_”"WF' p——— -:-—-z—,qqug

NAIC ldmﬁﬁesﬁfaeeﬁtennemsasﬁnﬁhmopﬁonforLTc
Prapared by Comning, Ino. Souroe: Press releases. .

TCJA Contains Favorable Impact of Life Settlements

In 2017, TCJA eliminated the requirement to remove COI from the cost basis of a life
scttlement. As a result, the cost basis treatment of a life settlement is the same as a policy
surrender. In addition, the new tax law is retroactive for policy sales dating back to
August 25, 2009,

IRS Revenue Ruling 2009-13, enacted in 2009, outlined the tax treatment for sale or
surrender of a life insurance policy. The ruling stated that tax treatment for policy sale was
different than the tax treatment for a policy surrender. The 2009-13 tax ruling imposed a
formula on life settlements for calculating basis that required removing the COI from the
policy tax basis. COl is a calculation, provided by the insurers, and was often extremely
difficult for policy owners to get. COI did not have to be removed from the policy tax basis
for policies that were surrendered back to the insurer. This hampered life settlements due
to the increased difficulty in calculating taxes for life settlements. The restoration of the
pre-ruling treatment is expected to increase life settlements.

Another aspect of the TCJA that could prove favorable for life settlements is the increase
in the estate tax exemption to $11.2 million per individual and $22.4 million per married
couple. Life insurance has been a key product for estate and tax planning. With the increase
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in tax exempmn, hlghnetworﬂx individuals and their advisors may re-evaluate their need
uk@pthemnmoeforwtatepmtecuon For those individuals that decide not to keep

* their policles, hfe s&tﬂements may prove to be an attractive option.

- SEC Supports Fines ﬂar Ex-Life Partners Holding CEO and Attorney

In SepmmberZﬂlS The U.8. SEC (Securities and Exchange Commission) argued in a
Texas federal court that the court should adopt a recommendation to levy a combined

© §7 million fn civil penalhes against the attorney and former CEO of Life Partners Holdings,.

Inc. TheCEO,Bna:l:tPardo andattomey,R.ScottPedsn,hadarguedthatthepmalﬁw

- were baseless.

The SEC won a $47 million judgment and Life Partners filed for bankruptcy in 2015. It
exited hankmptcym 2016 after agreeing to pay a $1'billion settlement to resolve class
action litigation over the alleged fraud. The Fifth Circuit Court of Appeals, while largely
siding with the SEC, ordered the lower court to recalculate the award in 2017.

" Federal Cart Affirens Favorable Jurisdiction Conflict ‘

In June 2018, the U.S. Court of Appeals for the Second Circuit affirmed a district court’s
conflict of laws rling that New York law, rather than New Jersey law, applied to an
insurable interest dispute between AEI Life, LLC and Lincoln Benefit Life Company. This
decision was the culmination of an almost five-year legal battle and reinforced a number
of legal mﬁngsthatmoommonmmsmablemerestlawmutsbetwemhfemsmemand

mnrd-party investors 'I'he ruling should benefit investors in pending and subsequent
disputes. -

AEI LEfe,LLC purchased a life insurance policy in 2011 from another investor in a

 secondary market transaction that had been issued by Lincoln Benefit in 2008. The policy

msured the life of a resident of New York. Lincoln Benefit filed suit in New Jersey foderal
court in. 2013, seeking a declaration that the policy was void ab initio because it was
purchased as patt of a STOLI (stranger originated life insurance) scheme and, therefore,
lacked msmablemteresLAEIpmmpﬂyﬁledalawsunmfedeml court in New York,
seeking & declavation that the policy was valid and enforceable because under New York’s

'“mmestalnlity statute, Lincoln Benefit had failed to challenge the validity of the policy
within two years. Though Lincoln Benefit filed the first lawsuit, the New York federal

mmﬂmﬂﬂdtﬁﬁiﬁh&dobtamedjmsmcnonoverthepaﬁwsﬁrstandprocwdedmth
AElslnwmit,
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The Second Circuit affirmation is beneficial for investors that own policies purchased in
the secondary market. Life insurers often file suit in jurisdictions (such as New Jersey or
Delaware) where courts have concluded that the state’s incontestability statute does not
apply to challenges for lack of insurable interest. There is often motion practice early in
the lawsuit concerning which state’s law should apply. Many such lawsuits involve policies -
where the policy’s insured lives in New York, with New York trustees, and all negotiations
with respect to the purchase of the policy occurred in New York. '

Federal Appeals Court Affirms Restitution Order
A 2018 decision from the Second Circuit Court of Appeals affirmed an order of restitution -
in U.S. v. Quatrella, where the criminal defendant had pled guilty to insurance fraud. The
federal appellate court said that the criminal defendant’s friends had invested in the STOLT
scheme without being knowing participants in the crime, and therefore the federal district
court was correct in concluding that they were victims under the Mandatory Victims
Restitution Act. The district court had ordered $1.9 million in restitution be paid to these
victims, who had intervened. H

Federal Court Dismisses Claims Against Viatical Provider
The federal court for the Southern District of New York dismissed claims against Legacy -
Capital Corporation in October 2017 over the sale of viatical investments. The reason for -
the dismissal was the expiration of the statute of limitation. In 2016, Christopher Amberger
sued Legacy Capital Corporation and its agent, Mills, Potoczak & Company, alleging that
the defendants made misrepresentations and false statements about the life expectancy of
the viators, back-dated documents, and did not, as promised, track the whereebouts of the
viators and took other actions contrary to the viatical investment contract.

While it is not clear exactly when the plaintiff had reason to suspect that some type of
wrongdoing had injured him, the court said “it must have occurred at some point” over the
period between 2001 and 2013. Based on the expiration of the statutes of limitations, the
court dismissed the fraud-based and securities law claims against Legacy Capital, as well |
as the request for a declaratory judgment.

Life Settlements Calculators and Videos

With this edition, Conning begins a review and analysis of the online tools and presence
of life settlement participants. Driving this analysis is the growing importance all

bt
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businesses place on using the Internet and social media to attract and develop business. The

. following table provides an overview of the life settlement calculators offered by key life

settlement firms (as of October 2018).

Life Settiement Calculator Profiles
Provider Pollcy Information Requested Quote Provided

T mmm&mm&mzm
pmuyeum i Sows: Pross reieases. y
‘Broadly speaking, these calculators provide a potential seller with an idea of what they
might receive as a settlement, and then provides ways for the potential seller to engage
with the provider. The actual amount that would be offered to the original policy owner
would depend on the results of underwriting the settlement.

Life settlement calculators stimulate interest within the policy owner by providing some
approximate idea of the value of their policy. For life settlements, this is crucial because
the original policy owner may have little idea of how much their policy is worth, above
what is reported by the insurer in annual policy owner reports. The calculator also ¢nables
the policy owner to follow up with the provider to learn more and take the next steps in
settling a policy.
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Looking ahead, the inclusion of calculators may indicate that competition among providers
for policies may be increasing. Providing basic information about the firm, what a life
settlement is, and how the process works, may no longer be enough to attract potential
clients. Similarly, providers are including videos on their websites to explains life
settlement concepts.

Summary

Conning’s life settlement market review shows the development of the life settlement
market, in terms of annual volumes and in force settlements, from 2002 through 2017. Our
market review also includes announcements involving key market participants, regulatory
actions, and litigation in the second half of 2017 and the first half of 2018,

In 2017 and through the first half of 2018, the life settlement market has exhibited growing
strength. The volume of new settlements continues to increase. Eventually, this growth will
slow and steady the decrease of in force life settlements.

Company announcements over the past year support the positive landscape for life
settlements. The TCJA was a positive development that should simplify the process for
future life settlements. What is also noticeable, is the continued development of life
settlement provider websites. Calculators provide individuals interested in settling their
policies with a sense of what that policy could be worth. At the same time, those calculators
generate leads for the providers to follow.

From July 2017 through June 2018, announcements by companies participating in the life
settlements market broadly concerned issues of growth and expansion. Geographic
expansion, capital raises, and the sales of policy portfolios were recurring themes.

Legal and regularory actions continued from July 2017 through June 2018. The positive
impact on life settlements from the Tax Cuts and Jobs Act was significant regulatory action.
Actions by the federal court for the Second Circuit dominated the legal arena.

With this edition, Conning begins a review and analysis of the online tools and presence
of life settlement participants. Driving this analysis is the growing importance all
businesses place on using the Internet and social media to attract and develop business. Our

26 This research publication ts copyriglived with Tl ights reserved. No part of this research publisation msy be reprodoced, transeribed, tramsamiticd,
stored in an electronie retrioval systom. or tranalated into any langiage in any form by any means witho the jrios writhm penadssion of Connlng.




3. Life Setflement Market Roview

*inifial examination finds that the inclusion of life settlement calculators and educational
. ‘4ind promotional videos is established.

1
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 Looking beyond 2017, several key drivers are favorable for continue growth in the life
: sealememmaxket. Life settlements remain an appealing alternative asset class to investors
" seeking above average returns, relative to the current low interest rate environment. The
“increased supply of investors is met with the increasing number of retiring Baby Boomers
- seeking ways to increase their retirement income or pay for LTC.

- Kay Long-Term Drivers: Secondary Market

Impact on Life
Driver Trend Setflement
- Boommlcand Interest Rates Continued pressure on lifo Negetive since higher UL
. Capital Drivers ingurer investment yields may  premiums reduce investor
o lead to further UL (universal returns and infroduce
life) cost of insurance uncertainty

increases
15 vty E@Hﬂw T BosHive v
; tuing tp altomatve i Hosomdmaman

dermnd Posfﬂvahnpadonaupply
Increasing as Baby Boomers  of policies entering market
age and cosls of rotirement
increase
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model laws, focus  stable regulatory
continues o be on consumer  environment

" Pripared by Corving, 1ne. Souwos: @2016 Caming, .

o The following sections analyze the U.S. life settiement market and its potential growth over
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Economic and Capital Drivers

The economic and capital drivers for life settlements are positive. Even as mterest vates
improve, they remain below historic levels. Asset managers and investors are likely to
continue allocating capital to alternative assets, Life settlements should benefit from that
allocation,

Treasury Rates

The 10-year Treasury provides a useful benchmark for life settlements because the duration .
of a life settlement portfolio can average ten years. The yield on 10-year Treasuries began
to increase in 2017. Forecasts from the Philadelphia Federal Reserve Survey of
Professional Forecasters are for continued improvement in interest rates. While Treasury
rates are improving, they remain relatively low compared to prior decades.

Average Annual 10-Year Treastiry Rate

YTRLTY, VO 1 W% seesraee
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Prepared by Conning, tna. Source: 1.8, Department of the Treasury £2016).

3

» The average 10-year Treasury for the 1990s was 6.6%.

* The average 10-year Treasury for the 2000s was 4.5%

»  Since 2010, the average 10-year Treasury has been 2.4%

The decrease in interest rates is a contributing factor to the allocation of capital towards

alternative assets such as life settlements. Looking ahead, these rates are expected 10
improve, but remain below historic levels.

i
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' The third quacter 2018 consensus estimates of the Philadelphia Federal Reserve’s Survey
 of Professional Forecasters adjusted their forecast for 10-year Treasury bonds from third
- quarter 2017.

L 10—Year Treasury Bond Yields

— 20170 s ZO1503

* 2017F 2018F 2019F 2020 2021F

_ wumm Sowroe: Philadelphia Fadetsl Reserve Sunvey of Professions! Forooastens 201803,

a "‘The Survey of Professional Forecasters cstimates that 10-Year Treasury rates will -

increase between 2018 and 2021.
{
« Improving Treasury yields will benefit life insurer investment portfolios, reducing
spread pressure on universal life crediting rates and the need for COI increases.

» This is a positive for life settl¢nient investors who have seen COI increases potentially
reduce the profitability of their portfolios. - -

Capital Flows tfo Alternative Assets

The 2016 and 2017 growth in life settlements reflects the return of capital to this asset
| clas&Thatreunnisdﬂvmlmpartbythewnﬁnuedﬂowofmoneymassetmanagem.’I‘hose
inflows lead asset managers to find more ways to generate investment returns. Alternative
assets,ofwhichIifeswementsisatype,aféonesegmentattracﬁngattenﬁontogenerate
mm.mmg@mmmmmIMywmmWMergmuwth
for life settlements.

Inflows to Asset Managers Continue
Assct managers continue to experience growth in their assets under management.
P&Y/Willis Towers Watson, which reports on the 500 largest assct managers, found that
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assets increased from $68 trillion in 2012 to $81 trillion in 2016 (the latest year data is
available),

sAssets Under Management: 500 Largest Global Asset Managers i
In trilfons - !
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Prepased by Conning, (50, Sourca: PEIWIES Towers Watson The Warkrl's 600 Largest Assal Manogers (2016).

" Some of that growth reflects the appreciation of underlying assets.

» However, the consulting firm BCG reportedm its report “Global Asset Management
2018: The Digital Metamorphosis,” that asset manager inflows were 3.5% of AUM in
2017, compared to 1.5% for the years of 2012-2016.

Several Mlevel drivers favor the continued inflows of investor capital to asset
managers and private equity firms. Demographics trends are driving individuals to save
more for retirement in their pension plans. In the U.S., defined benefit pension plans
continue to increase funding contributions to improve funding ratios.

The increase in personal wealth among the high net worth and ultra-high net worth
population segment adds to the amount of capital seeking investment returns. For example,
in 2012, CapGemini reported that the number of single-family offices in the U.S. was about
3,000, with assets under management between $1 trillion and $1.2 trillion. There were also
about 150 multi-family offices, with assets under management between $400 billion to
$450 billion. The growing number of high net worth individuals in the emerging markets
of Asia and India creates a global flow of new capital for investment.

Alternative Assets Increase
The challenge for asset managers is generating risk-adjusted returns for the growing
number of investors. Alternative assets, such as life settlements, have provided one
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! nlmioﬂ_' p&UWiﬂié;Tom ‘Watson has tracked the asset allocation of the 500 largest asset

L

mmﬁm”which'ﬁpm_res the growing interest in alternative assets. The following chart
s the change from 2012 10 2016 (the last year available).

AUM for the 500 Largest Asset Managers
Assels mmsmm

nEquity mFt wCash aOther - Alls

CoR 2013
Paparad by Coring, 1. Sousos: PRNES Towess Watoon Th0 Workf's 500 Largest Assat Managers (2016).

 Over this pemod, Alternative Assets had the second highest CAGR (compound annual
growth rate) among the asset classes tracked:

e T iy o PR P K By

»  Equity allocations had an 8.1% CAGR

* Alternative Assets had a 6.0% CAGR
»  Other investments had a 4.5% CAGR
*  Fixed Income had 2 2.1% CAGR
* Cashhad a 1.5% CAGR
- Life Settlements as an Alternative Asset Class
Compaa‘ed to other types of alternative asset, life settlements are a relatively small asset
class. That said, life settlements have attracted more capital than other life insurance ILS.
| Wiﬂls Towers Watson produces an annual survey of 562 global alternative asset managers.
- As seen in the accompanying chart, the types of assets invested in by those managers range

from $1.9 trillion for real estate to $39 billion for insurance linked securities (which include
tife and non-life liabilities). '

%Mm&wﬁnhwmﬂmmmmdmmmmmumwmm 33
’ _Whmwmmwwmmwhmmwmmmmwmmam




4. Life Seftlement Forecast Drivers (‘ CONNIN.G;'

Alternative Assets under Management, 2016
$ in billions :

Resf Etate  Diect Hodge  PE Funds PEFoF  Mtpdd Cracit FoHF Infrastructizer Comumoditios Nat Rescutes  Insurance
Secanifien

Praparad by Conrirg, (ne. Scurae: Wilks Towers Watson (Soba!l Allsmiatve Survey 2017, © 2018 Willis Towers Watson. AY Righta Resarvad.

Life settlements, in 2016, had an estimated $25 billion of face value in force. What the
Willis Towers Watson survey shows is that insurance-based assets, overall, are a small
percentage of the alternative asset sector. That said, compared to other ILS, life settlement
has attracted more capital from investors, How much capital has been committed to life
settlements? ‘ .

Over the period of 2002 through 2017, we estimate approximately $69 billion of new face
value has been settled in the secondary life settlement market. Assuming investors paid, on
average, 20% of that face amount in the secondary market, the total initial capital
committed to life settlements would be approximately $14 billion. The $21 billion of life
settlements in force at the end of 2017 represents approximately $4.2 billion of capital.

A portion of life settlement market is resold in the tertiary life settlement market. Those
sales also consume investor capital and increase the total capital committed to life
settiements, For example, the AIG portfolio represented approximately $15 billion of total
face sold in two large blocks. If the same 20% rule of thumb was applied to that portfolio,
that would represent an additional $3 billion in capital committed to life settlements.

It is likely that sales in the tertiary market occur at a lower percentage of face than in the
secondary market, That lower percentage represents a combination of buyer concern about
the initial underwriting and the seller’s desire to dispose of the underperforming policy or
portfolio. Because tertiary market sales are not readily available, the conservative approach
to estimating the amount of capital committed to life settlements is to use the secondary
market only,
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W o compare the amount of capital committed to life settlements against the amount
..umuﬁined w life mmuame-lmked securities. When we do so, we find that life settlements
" hase exeeeded l_ife I[S.

Cumuiative Commtttedcap!tal

§ orndiond

‘ Mwi FoO4 2008 . 2006 2007 @008 2008 2010 2011 2012 2013 2014 2B 2046 2097
Craparnd ny ©ovmwing, e Souros: Aok Benliold Insuranio-Linkod Seotriies: ARisniative Copital Foridies s Position. All Rights Reserved.

¢apital committed to life-ILS has primarily focused on securities issued to relieve the
reserve strain cansed by XXX and AXXX life reserves. The emergence of PBR (principle-
based reserves) and regulatory change reduced the need for those types of life-ILS.

~ Understanding the size of the life settlement market, relative to other asset types, is
important. As a small assét class, it does not take a large shift in capital movement to alter
the market’s dynamics from a buyers’ market to a sellers® market, Clear evidence of this
was 200 and 2009 when capital retreated from life settlements. As capital returns, there
- i~ potential for the market to shift again towards the sellers® favor.

Consumer Drivers |

~Consumer drivers favor the continued growth of life settlements. The number of potential
vuntemers will increase as more Baby Boomers enter their senior years. As that generation
- voneeins about how its members will fund LTC increase. Both drivers are positive in
terms af mereasing the number of policy owners who might want to settle their policy.

Consumer Demand Likely to Increase
[ — irecs continncs &
e mmber of retirees continues to increase. The U.S. Census Bureau projects 2 38%

MTeisein the p

2 umber of people age 65 and older from 47.8 million in 2015 to 65.9 million
= T those ages 65 to 85, there will be a projected 40% increase, from 41.5 million
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to 58.4 million. These demographic increases drive the potential growth of the life i
settlement market. |

U.S. Population Projection for Selected Age Groups
wEE069 MT0 74 ATStOTE wS0in84 BB 70 Wi
£0,000 . -
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Prepared by Corming, Ine. Sourca: U8, Cersus Buresn, U8, Departmnt of Commenne (2018).

» There is double-digit compound annual growth for all age groups from age 70 and
older. . '

= The 80 to 84 age group is projected to experience a 20% CAGR over this period

= The 75 to 79 age group is projected to experience a 19% CAGR over this period

By 2030, all Baby Boomers will be older than age 65. This will expand the size of the older
population so that 1 in every 5 residents will be retirement age. In a 2018 press release
announcing the publication of the Census’ Bureau’s population projection, Jonathan
Vespa, a demographer with the U.S. Census Bureau was quoted as saying: “The aging of
Baby Boomers means that within just a couple decades, older people are projected to
outnumber children for the first time in U.S. history. By 2035, there will be 78.0 million 3
people 65 years and older compared to 76.7 million (previously 76.4 million) under the age :
of 18.”

The Census Bureau projects that the aging population will lead to an increase 11; the number
of deaths. Between 2020 and 2050, the number of deaths is projected to rise substantially
as the population ages and a significant share of the population, the Baby Boomers, age
into older adulthood. |

b
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4. Life Ssitiement Forecast Drivers

Growing Demand for Long-Term Care Funding Sources

Associated with the number of individuals entering the life scttlement demographic range,
theoostsassoclawdmﬂl aging continue to rise, Life settlements can provide an alternative
source of funding for LTC. The combination of more elderly and rising LTC costs suggests
a positive force for the demand among policy holders to settle their policies.

Growing Demand for Long-Term Care Funding Sources

The mmber of individuals filing long-term care insurance claims with insurers has’
increased over time.

As the number of claims increases, so too does the cost of LTC. Medicaid payments can
be problematic in terms of qualification and & state’s ability to pay. The need to pay for

L’I‘Cowates an opportunity for life settlements. Investors can provide a source of LTC
funding through the purchase of cash value policies.

Numbar of New Individual Long-Term Care Insurance Claims Incurred
#in thousands ]
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Prapaed by Conving, Inc. Souros: G2018 AM. Bast Conpame—usod by penmission.

»  In 2009, there were 3.8 million new LTCI claims filed with insurers.
* In 2017, there were 9.5 million new LTCI claims filed.

* These numbers only represent those claims covered by individual LTCI insurance
plans,

* The number of Medicaid LTCI ¢laims is not included, but increases the number of new
long-term care patients
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According to the Genworth 2017 Cost of Care Survey, the annual median cost of long-term
care services increased an average of 4.5% from 2016 to 2017, the second-highest year-
over-year increase for nursing homes and home care since the study began in 2004 and
nearly three times the 1.7% U.S. rate of inflation.

Many individuals needing LTC tum to public funds to cover their costs. As federal and
state governments face ongoing fiscal constraints, the long-term care benefits that these
government programs currently cover may be reduced. States, through Medicaid, are a
primary fimder of nursing home care.

Public funds (Medicare, Medicaid, and the Department of Veterans Affairs) were the major
source of funds used to cover LTC costs. Collectively, public funds accounted for 56%, or
$88 billion, of nursing home payments in 2015 (the latest data available from Centers for
Medicare & Medicaid Services). As federal and state governments face ongoing fiscal
constraints, the long-term care benefits that these government programs currently cover
may be reduced.

Nursing Home and Retirement Care Expenses Paid by Source—2015

Uther Funds
10.6%

Quet of Pocket
264%

Pyt Fymds
5.5%

Prepared by Conning, Ing. Source: §2018 Canters for Madicars & Mecdicald Senvioes.

Under Medicaid, if a cash value life insurance policy has more than a minimal amount of
cash value (usuvally in the range of $2,000), the owner must liquidate it and apply any
money received towards their LTC cost of care before qualifying for Medicaid.

In 2016, according to the State Expenditure Reports from the National Association of State
Budget Officers, Medicaid accounted for 28% of the average state’s budget. Among the
individual states, the range ran from 11% for Wyoming to 38% for Ohio.
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With Medicaid accounting for a significant portion of a state’s budget, and likely to
' increase as an increasing number of aging Baby Boomers need LTC, states are exploring
" other LTC funding options. This has led some states to recommend life settlements as one
option families and individuals could consider for LTCI finding.

_ fndusﬂy Drivers

Industry drivers remain mostly favorable for the continued growth of life settlements. The
broad regulatory landscape for life settlements has stabilized. The availability of credit for
life settlement investors to use to finance premiums on existing portfolic appears to remain
limited. Life expectancy revisions are now understood as an investment risk, rather than an
unexpected surprise.

P Regulatory Oversight

i The attempt by a Florida state legisiator to limit or ban viatical settlements failed to leave
§ committee. The NAIC has not introduced new life settlement mode] laws, and states
' continue to adopt regulations favorable to discussing life settlements with retirces
; considering lapsing or surrendering their policies. The TCJA simplified the process of
gathering information to calculate the capital gains on a life settlement. This is a positive
for future growth.

Credit Availability for Premium Financing

At its high point, banks were willing lenders to life settlement investors. The credit
facilities enabled investors to finance the early years of a portfolio’s premiums, enabling
them to put more capital at work buying policies. The economic crisis of 2608 led banks
to withdraw lending from life settlements, along with other sectors. While other sectors
have seen a relaxation of credit, life settlements appear to have not yet benefited from an
easing of credit. -

Life Expectancy Estimate Revisions

None of the major medical underwriters announced significant changes to their life
expectancies in late 2017 or the first half of 2018.
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Tertiary Market Drivers

Two drivers are key to the development of the tertiary life settlement market. These drivers
influence investor decisions whether to purchasc a new policy, an already settled policy,
or not purchase any type of policy. Looking ahead, these drivers are mixed and suggest
that capital may concentrate on new life seitlements.

Key Long-Term Drivers: Tertiary Market

Driver Trend Impact on Tertiary Market
Policy Evaluation Costs  Increasing percentage of in force sattied Pesitive as policies settied post-
policies are post-NAIC and NCOIL NAIC and NCOIL modal laws may
{National Conference of Insurance reduce legal costs
Legislators) mode! settiement laws

.-inFmteﬁmketSupply _ﬂfﬂessmmlwhmmmﬁma"mﬁﬁgéﬁmmmmrmmpﬂy
: wﬁlb&adecreasmgwpplyoﬂufom : decteasespmdmﬁmﬁwmsed |
' o -polices - - _ , ~ competition for investoss - -

Policy Evaluation Costs

Policy evaluation costs influence the tertiary market. Higher costs reduce the tertiary
market’s appeal by lower rates of return. Conversely, lower evaluation costs improve
returns and increase the tertiary market’s appeal.

The costs in evaluating an already settled portfolio or policy are primarily focused on legal
costs and underwriting costs. Legal costs are incurred because the laws governing the initial
settlement may have changed. The legal review can identify any potential issues a new
owner may have in collecting a.death benefit. These costs vary in relation to the amount of
paperwork concerning the original settlement that is available for review. As with an
original settlement, an investor in the tertiary market will likely want to review the life
expectancy report on the policies to understand their longevity risk exposure. As with the
legal cost, the availability of medical and life expectancy records affects the amount of new

In 2018 and beyond, we expect legal costs may be lower as policies settled after the
implementation of NAIC (National Association of Insurance Commissioners) and NCOIL
(National Conference of Insurance Legislators) model settlement laws become a larger
percentage of existing portfolios. In a similar fashion, higher levels of medical
underwriting documentation may lower some costs.

40 This research poblication is copyrighted with all sights reserved. No part of this ressarch publivation may be reproduced, transortbed, transmitted,
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" In Force Market Supply

_ The face value amount and number of policies held in force define the upper limit of the
' tertiary market. As with the secondary market, not all in force policies are available for sale
ina given year.

| Summary

Looking beyond 2017, several key drivers are favorable for continue growth in the life
seftlement market.

The economic and capital drivers for life settlements are positive. Even as interest rates
improve, they remain below historic levels. Asset managers and investors are likely to

* . continue allocating capital to alternative assets. Life settlements should benefit from that
allocation.
. Consumer drivers favor the continued growth of life settlements. The number of potential

customers will increase as more Baby Boomers enter their senior years. As that generation
~ ages, concerns about how its members will fund long-term care increase. Both drivers are
positive in terms of increasing the number of policy owners who might want to settle their

policy.

Industry drivers remain mostly favorable for the continued growth of life settlements. The
broad regulatory landscape for life settlements has stabilized. While the passage of the
TCJA is positive, the availability of credit for life scttlement investors to usc to finance
premiums on existing portfolio appears to remain limited. Life expectancy revisions are
now understood as an investment risk rather than an unexpected surprise.

Two drivers are key to the development of the tertiary life settlement market. Policy
evaluation costs for already scttled policies are a factor in pricing portfolios. At the same
time, the number of available policies in the tertiary market is driven by the amount of in
force policies and the competition for those policies may increase policy costs. These
drivers influence investor decisions whether to purchase a new policy, an already settled
policy, or not purchase any type of policy. Looking ahead, these drivers are mixed and
suggest that capital may concentrate on new life settlements.
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5 Life Settlement Market Forecast

i p———

| leen the favorable nature of the drivers of life settiement market growth, our analysis of
___'t_hgli‘fescttlementmarkct is that:

« The average of our ten-year forecast of the annual gross market potential for life
 settlements is approximately $194 billion, an increase from the prior forecast.

= The average of our ten-year forecast of the annual volume of new life scttlements is
approximately $2.7 billion, again an increase from the prior forecast.

The following sections analyze the potential growth of the U.S. life settlement market over
the coming decade.

Conning’s Life Settlement Market Forecast

The secondary market for life settlements is where the original policytiolder sells their
policy to an investor. Three components form the basis of our secondary market forecast.

~ The first is the gross market potential. The second is the net market potential. The third is
the annual volume seitled. The forecasts for these three components reflect the impact of
certain key long-term drivers. .~

Gross Market Potential Forecast

Conning refers to the total of in force life insurance face amounts that meet the criteria used
by life settlement buyers and investors as the UJ.S. gross market potential. This représents
the amount of policies that meet buyer and investor criteria, regardless of whether the
policyholder has settled their policy, or has any interest in sctfling their policy.

Forecast Criteria

U.S. gross market potential is not static. Changes in buyer criteria can increase or decrease
the mumber of policies and face amount that may be eligible for life seitlements. In our
2007 strategic study, Life Settlement Market—Increasing Capital and Investor Demand,
we identified the criteria commonly used by life settlement providers in selecting a policy.
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Given the changes in the life settlement market since 2007, we re-evaluated the criteria life
settiement providers use to select policies. These providers, and many others, continued to
identify the same policy types as in our 2007 analysis. The following table shows the
changes we made in our current forecast criteria because of our analysis.

Life Settlement U.S. Gross Market Potontial Forecast Criteria

Critoria 2007 Criteria 2018 Criteria
Mmlmwnﬁgaoﬂmured 656 years old 60 years old o
‘Policy "__‘l}pes‘h_*'h’ ST T \Wiole Ule, Universal Life, Gmwerﬁble"‘" ible’  Whaole Life; Universal Life,

' ' : Ttmul.ﬂ‘e LWBI-‘PI‘BII‘MTBITITU‘TB Gomeﬂlhie‘l'e Lavai-Premh.unl
S R __F*%_;I?LT_LE?._ il '_ . IS I
Mh':hnwn FmeAnwmt $50 000 $100,000

Progared by Coning, Ine. Souce: 2018 Gonning, o,

Looking ahead, the return of capital to this asset class is the key factor at play that could
alter these criteria over the forecast period. If capital returns to the market, along with an
appetite for purchasing new pohcxes, competition might cause the age value and face value
criteria to be lower.

The U.S. Gross Market Potential for 2018-2027

Based on a $100,000 minimum face value, Conning estimates the average U.S. gross
market potential will range between $175 billion and $207 billion in face value for 2018
through 2027, for an average face value of $191 billion.

Conning Forecast of U.S. Life Settlement Gross Market Potential
$ in biltons
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Pregared by Conning, Inc. Souros: §R018 Connlng, Ine.

A key factor in determining the forecast is how selective prospective buyers are when it
comes to health conditions. Assuming that investors are willing to accept policies where
the insured has one serious medical condition, then the forecast U.S. gross market potential
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14 ranye between $213 billion and $251 billion in face value for 2018 through 2027,
wui
with an verag e foce Vﬁhle 0f$232 billion.

How s of, given lower eapiial levels flowing into this asset class, investors may be more
wlectn e in their policies, If investors selected policies where the insured has two serious
medival conditions, then the U.S. gross market potential would range between $144 billion

<170 hiltion in fate value for 2018 through 2027, with an average face value of

amd »iO
137 biihoen.

“wet Market Potential Forecast

g o Not evervone who has a policy that meets investor criteria would be willing to settle that
1 : pobvy We refer to the percentage of policy owners that meet investor criteria and who

would consider settling their policies as the net market potential. Net market potential is
ymportant because it puts a ceiling on the face amount of policies that could be settled at
any yen poink.

K stimutins et Market Potential 2018-2027 '

Conmipy ctimales net market potential as falling within a lower and higher limit. We
established these limits based on 2 2010 survey by the Insurance Studies Institute of U.S.

SCTHOTS

In the Insurance Studies stitote survey, 40% Of.'l‘é'SPOIIdﬂms had lapsed or surrendered
their i insurance policieS‘..Oﬁhose who had lapsed or surrendered, 61% stated they were
o interested in a life settlement. We used this to establish a lower net market potential
hand of 4115 (100% less the approximately 60% who expressed no interest in life
scttements.) At the same time, 69% of respondents said they were not concerned about
- nvevbors owning policies on their lives. We used that to establish 70% as the higher limit
O, teas the approximately 30% who were concerned about investors owning their

P

Changes in Life Settlement Net Market Potential
Criterlg 2018-2027
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§. Life Satflement Market Forecast

Over time, educational campaigns by the life seitlement industry should increase
& awareness. At the same time, states have begun encouraging individuals to consider a life
i seftlement if they are also planning to use Medicaid to fund long-term care,

In addition, life settlements may be a source to fund retirement income as Baby Boomers
begin retiring. Together, these indicate an increase in the percentage of individuals willing
to consider settling their policies.

2 The Net Market Potential for 2018-2027

Conning estimates that the average annual net market potential will be $162 billion over
the next ten-years, based on a 70% limit. We base this potential on policies with a minimum
face value of $100,000 and with a policyholder who has a single health condition.

gg&g Forecast of U.S. Life Settiement Net Market Potential
0% seeveny 7% Satimation
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! Prepared by Gonning, o, Souwoe: GR018 Conming, 2.

Net market potential increases over time, driven by demographic forces. This translates
into more policies being available for surrender, Even if the percentage of individuals
willing to surrender their policies remains unchanged, the net market potential’s face
amount would increase.

s Our forecast indicates that the upper limit of net market potential will increase from
N $149 billion in 2018 to $176 billion in 2027. The lower limit will increase from $85 billion
- to $101 billion over the same period. The exact timing of when policyholder awareness
N reaches that limit, and the percentage that limit might be, is subject to judgment.
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Conning Estimate of 2017 U.S. Policies Remaining for Life Settlement
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Pranared by Conring, Ino. Souros: G2018 Conning, Int.

Net market potential establishes a ceiling on the growth of life settlements, The amount of
in force life settlements acts as a floor. Any remaining growth can only reflect the “space”
between the floor and ceiling. '

If the ceiling remains static, in force growth will reduce the amount of available life
sctflements. Alternatively, if the amount of in force increases faster than the ceiling, the
amount of available life settlements also becomes smaller.

Annual Volume Forecast
- Only a small amount of the net market potential is settled in a given year. This reflects the
combinations of the amount of policies brought to market and the amount of capital
. committed to purchasing those policies.

Conning Forecast of Annual U.S. Life Settlement Volume
$ in bitlions, one health criterion
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Over the ten-year period from 2018 through 2027, Conning estimates the average annual
amount of new life seitlements will be $2.7 billion.

We estimate annual growth of 1% to 2% for face value over the medium-term and
remainder of the forecast period. We base this on our analysis of broader investor concerns
and continued uncertainties around this asset class.

Conning Tertiary Market Forecast
The tertiary market is where investors purchase already settled policies. At the end o£ 2017,

we estimated the total face value of already settled policies that were still in force was
slightly more than $21 billion.

The tertiary market’s upper limit is the total amount of in force policies that are already
settled.

Conning Tertlary Market Forecast of In Force U.S. Life Settiements
$ in billianss, one heaith criterion
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Conning estimates the in force block of life settlements by projecting the n}aunation of
each year’s block of settled policies and including new policies added in that year (which
in turn are aged over the forecast period.)

Over the forecast period of 2018 through 2027, Conning estimates the in force amount of
life settlements will go through two phases. The first is a decline from approximately
$20 billion to almost $19 billion, with the majority occurring within the next five years
before leveling off. This decrease represents the maturation, or lapsation, of the policies
sold during the high-point of the market. After that policy bulge passes, there is a slow

|
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| mcreaﬂe of in force volumes as the growth of annual volumes exceeds the lower amount
 sculed from 2011 through 2016,

Two key factors can change the amount of in force life settlements. The first is the amount

" of new life settlements purchased each year. The second is the life expectancies of those

" policies. Life expectancies for policies sold in 2015, for example, was 105 months

~ aecording to the August 2015 AAP Life Settlement Market Update. Longer life
expectancies mean that the policies remain in force for a longer period. This adds to the -
 amount of in force policies.

'['hepmlomged buyers® market will significantly reduce the amount of in force business

over the 2018-2027 forecast period. Unless capital returns in significant amounts to this
 asset class over this period, the number of new policies settled each year will not offset
 those that either lapse or have death claims, resulting in a lower in force amount of life

| Summary

foesettlements continued to attract investor interest as an alternative asset class in 2017
* and into 2018. Looking ahead, investor interest is likely to translate into steady growth in
new life settlements. That growth, While steady, is unlikely to reach pre-crisis peaks.
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#

Face Value Projection Summary—Xey Forocasts
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B conning Estimated Face Value History and Projection

Net Market Gross Market
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Conning Tertiary Market Forecast: 2018-2027
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. Overthc course of the life settlement asset class’s development, life settlement investors

" have purchased policies from a wide sclection of companies. This chapter examines the

e financial performance and trends of those insurance companies. It compares the

. performance of those companies against the total life industry to identify any divergence

from broader industry trends. Significant negative divergence may indicatc future
_ challenges for life settlement investors if any divergence leads to premium increases.

" Insurers with Life Settled Policies
| As the life scttlement asset class has developed, investors have concentrated the purchase
- of policies among a relatively small number of insurance companies. That said, those
__ ‘companies represent a significant portion of the life industry and of cash value products.

- Cash Value Life Insurance Analysis

In 2017, 606 companies reported any amount of life insurance reserves. Our analysis of the
2016 and 2017 SEC filed Form 10(k)s of life settlement companies that have disclosed the

3 'policies investors own found that there were 43 operating subsidiaries owned by 37
__i_ns_l.trancegroupsinthoseportfoliog. An insurance group is a holding company with one or
more operating subsidiaries. '

| Before reinsurance, the life industry reported a total face value of $9.0 trillion of cash value

life insurance in force at the end of 2017. The 43 insurers whose policies life settlement
companies own represented 50%, or $4.5 trillion, of the cash value life insurance in force
at year-end 2017. Cash value insurance, whole life and universal life, is the product that
life scttlement investors favor.

Cash Value Market Share

~ The accompanying table shows the total face value of cash value life insurance in force at

the end of 2017 and market share of the total industry cash value life insurance face values

for the 43 insurers.

—
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Insurers in Life Settlement Portfollos. 2017
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8. Life Settlement Insurer Pesformance

. The 43 insurers, known in this chapter as Life Settiement Targets, accounted for 50%
—of the total face value held by all insurers for cash value life insurance. This is before
_reinsurance.

« * Cash value life insurance, which excludes term life insurance, accounted for only 33%
 of their total in force life insurance.

'« Among these 43 insurers, cash value life insurance as & percentage of total life .

insurance ranged from 99% to 1%. Six companies had 75% or more of their total life
insurance in cash value products, while seven insurers had 25% or less in cash value

products.

Life Settlement Impact on In Force Face Values
» Conning estimates there were approximately $21 billion of life settlements in force at
the end of 2017.

» Life settiements represented less than 1% of the face value of all céash value life
insurance of these 43 insurers at the end of 2016.

= While a smali percentage of total in force face value, eventual death ¢laims could alter
the mortality assumptions used in pricing UL policies.

Mortality Analysis

Insurers targeted by life settlement investors have experienced worsening mortality
performance over the period of 2013 through 2017. We examined surrenders as both a
percentage of in force face value and in absolute dollar terms.

Analyzing face value provides an indication of how much of an insurer’s book of life
business is being lost. The amount of surrender benefits, as a percentage of reserves, gives
some insight to the economic impact of surrenders on an insurer.

Because statutory reporting does not separate term life death claims from cash value
insurance death claims, our first two analyses use face amount and reserves for all
individual life insurance products.
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Our third analysis focuses on ISL (interest sensitive life) product, which includes UL. This
product specific analysis uses ISL reserves because ISL face amount is not reported in
statutory filings.

Our analysis found that:

In terms of face amount, the 43 insurers whose policies are in life settlement portfolios
have a higher mortality rate than the remaining industry.

»  Surrenders as a percentage of individual life reserves are lower for the 43 insurers than
for the remaining industry.

|

|

l' * ISL surrender benefits have been higher, as a percentage of ISL. reserves, for the 43
insurers than for the remaining industry,

i Mortality Rates: Face Amount B
Death benefit face amounts over average in force fage amounts, b basis points
| e | o Sellomott Tatget 000 sasess » Remaining Lo tndustry ;
©
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1 Propared by Conning, ins, Souroe: €21018 A M, Bast Company—usad by permission,

= In terms of mortality rates based on face amounts, in 2017 the 43 insurers saw less than
1 bp (basis point) increase over 2016 compared to a decrease of less than 1 bps for the
remaining life industry.

= Overthe period of 2013 through 2017, the 43 insurers have experienced a 7.1% CAGR
! in the face value lost through death. In 2013, the 43 insurers reported a $38 billion
x decrease in face amount due to death claims. In 2017, those companies reported 2.
$50 billion decrease in face value due to death claims.

p—
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NING' 6. Life Setiement Insurer Pesformance

. Themnmnmghfemdusu'yex enced g 6.6% increase in the face value lost through
d@ﬁ;;mmmainmgﬁfeindusuymponedaMSbiniondmeaseinfacevalueﬁom
death claims in 2013, and $63 billion in 2017,

We also analyzed death claims as a percentage of individual life reserves. As with face
amonnts, the 43 companies have experienced a stronger increase in mortality experience
than the remaining life fndustry. The spread between the two groups narrowed in 2017 as

ﬁmrm]ﬁybweﬁtm&Gforthemmaininglifemdnsirydecreasedmowthanths%
'compa:ﬁes.
Mortnlity Bonefit Rates
peath benefits over average Indidue! ifo reserves
e | s Sottiement Target v eesss s Remaning Lie ndushy
- . m R
% — - - - .;: -._,...na-.no.o.g._t_o_-.2_“.“.'.‘_'.esnomaW5:_o::
2018 2017
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« Over the period of 2013 through 2017, the 43 insurers have secn 2 93 bps increase in

mortality experience as a percentage of avérage individual life insurance reserves.

= hcompaﬁsomthemmainmglifeindumyexpeﬁencedaﬁlbpsincreasemmormﬁty
expense.

»  Two key reasons forthehighermortaﬁtymtasarethatthc@ insurers have experienced
lower reserve growth., The 43 insurers have experienced 4.1% compound annual
growth in reserves, compared to 5.4% growth for the remaining life industry. Lower
reserve growth would reduce the denominator, relative to the remaining life industry.

» In2017,the43insmexpeﬁenwdamortaﬁtybeneﬁtratedecreaseof4bp&
compared to 24 bps for the remaining industry.
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.i ’ . L
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Because many life settlement investors have shown a preference for UL policies, in order
to optimize their premiums and maximize their profits, we examined the ISL mortality
experience of the 43 companies and the remaining life industry. The ISL line contains
universal life. This analysis provides some insight on the mortality experience of the UL

product,

[SL Mortality Benefit Rates
L ISL death benefiis over average ISL reserves
s Lffo Setfiement Tangat v eees Romaining Lia lndustry
- 8% ~ ) A .
: .:‘. .a o _ ____f
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Preparad by Conning, ine. Source: @208 AM. Bett Company—usad by parmission,

* The 43 insurers whose policies are in life settlement portfolios have seen a 6.5%
compound annual growth in ISL death benefits for the period of 2013 through 2017.

* In comparison, the remaining life industry experienced a 5.9% compound annual
growth in IS, death benefits.

1 * At the same time, the 43 insurers experienced a 4.1% compound annual growth in ISL
reserves, compared to 5.4% for the remaining life industry.

» The stronger growth in ISL death benefits for the 43 insurers meant that they
experienced a 44 bps increase in ISL mortality expenses for 2013 through 2017
compared to 3 bps for the remaining industry.

Lapse and Surrender Analysis

One reason there may be an increase in death claims is that fewer policies are lapsed or
sutrendered. This impact on lapse and surrender rates provide some indication of potential
future mortality experience.
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[nsuress targeted by life settlement investors have lower lapse rates than the remaining
indllstfy:dl‘i“enbymgergﬁwthofinforcefacevaluebythe43insm‘ersthanby

| 'a. ‘Qurrender rates for the 43 insurers were higher than the remaining industry, however,
since 2015, the rates have been similar.

Lowerlp,psemmeasuredbymemnountoffacevaluelapsedasapercentageoftotal in .
 force face, can ultimately produce higher death benefits because more policies are in force.

Lapse Rate
Lapsedfaoemwwwswsrmagoinmfwem
—— 150 Seffiement Target sveseas Remeining Like industy

Prepared by Conning, [no. Souroe: 2018 AM. Best Company—used by penrission.

" 'a Forthe period of 2013 through 2017, the 43 jnsurers have experienced a 2 bps increase
in lapse experience compared to a decrease of 13 bps for the remaining life industry.

«  On a compound annual growth basis, the 43 companimexperienoedal%increasein
lapseseomparedtoal%decreaseinlapsmfortheremainingﬁfeindusﬁy.

Stronger growth in face amount contributes to the difference in lapse experience. Over
2013 through 2017, the 43 companies saw 3.4% CAGR in the amount of in force face
value, while the remaining life industry experienced a 1.8% increase.

i v K [P T LA RON Tt o T
DR~ o Fr R SO . ... N
3

Surrender Analysis
AdecreasemmmndmcmalsoleadeghermormlﬁyeXpeﬁence.Asamulgwe
analyzed the surrender rates for the 43 insurers and remaining life industry.
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As with mortality rates, we can view surrender rates in terms of face amounts and benefits
paid. This enables the analysis to examine surrender rates at a product level.

Face Amount Surrender Rate
Faco amount surrendered over average in force faco amoumt

Life Seftienment Taiget *wves4s Rematning Lifa Incstry
““ . - - e
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Preparsd by Corming (no. Sowros: G018 AM. Best Company—usad by permission.

»  For the period of 2013 through 2017, the 43 insurers experienced a 15 bps decrease in
face amount surrender rates. :

» In comparison, the remaining life industry saw a 21 bps decrease in face amount
surrender rates.

»  Over the observation period, the 43 companies experienced a CAGR of ~3.3% in
surrenders, compared to 5.2% for the remaining life industry.

» A larger decrease in surrender rates could indicate a life settlement impact given that
policies owned by life settlement investors ofien have face values larger than
$1 million.

» Large face policies that would otherwise have been surrendered might now be owned
by life settlement investors.

When we analyzed surrender benefits as a percentage of average individual life reserves,
those companies targeted by life settlements had a lower surrender benefit rate than the
remaining life industry. ’
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' Surrender Benefit Rate
Survendor benefits over average irdividuel e ressives
e | ¥ Satternont Tasged = on e 0 s Remuinng Life industry
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Propared by Coning, Ino. Source: 2018 AM. Best Company—used by petmission.

" Thewmpmiestmgewdbyﬁfeseu]emmuinvmtomexpeﬁencedaﬁbpsmcreasem
surrender rates.

» The remaining life industry saw a 15 bps decrease.

= The 43 companies experienced a 1.3% compound annual growth in syrrender benefits
paid, compared to —1.4% for the remaining life industry.

We can analyze surrender benefits at a product level by using ISL surrenders and reserves,
Life settlement investors tend to favor UL policies, which are part of the ISL line.

+

ISL Surrender Benefit Rate
ISL. survendier benedils over avorage 181 reserves
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Pregared by Conning, Inc. Souroe: ©2018 AM. Best Conpany—tsad by petcission.

®  The 43 insurers experienced a 36 bps decrease in surrender rates for the period of 2013
through 2017.
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» The remaining life industry experienced a 46 bps decrease.

x  The 43 companies experienced a compound annual growth in ISL surrender benefits of
—2.5%, compared to —3.6% for the remaining industry.

=  Given that life settlement investors favor UL policies, the decrease in ISL surrender
rates could indicate higher future death benefits being paid on UL policies sold by b
companies targeted by life settlement investors,

i = Higher death benefits would, all else being equal, reduce UL opetating profits, Lower

FEi operating profits could lead some insurers to increase COI charges to offset losses. For

i life settlement investors, higher COI charges could reduce the profitability on their
portfolios,

Reinsurance Analysis

The use of reinsurance can reduce the financial impact from higher mortality rates on a
primary insurer by transferring the cost of death claims to a reinsurer. As a result,
companies with higher cession rates (the percentage of direct premiums ceded to a
reinsurer) may have reported lower mortality benefit rates than companies that choose not
to use reinsurance.

A However, insurers also use reinsurance to relicve the strain on reserves as well as to buy or
i sell blocks of business. For this reason, analyzing overall reinsurance trends may be less
informative than focusing on the use of reinsurance for first-year direct premiums and
assumed premiums,

First-year direct premiums represent new life insurance sales. As such, they are more
representative of a company’s ongoing business than total premiums, which include
renewals. Assumed premiurns also represent the acquisition of business.

combined first-year direct and assumed premiums), we find that the insurers targeted b}’

t
| l When we analyzed the cession rate (defined as first-year ceded premiums divided by
! life settlement investors had a lower rate than the remaining industry.

62 This research publiation ts copyrighted with ali rights ressrved. No part of this ressaroh publioation tuay bo reprodiced, transeribed, transmitted, .
stored i an elostronio retrioval systats, or transtated buto arry lnguags in any form: by ety means without the prior written penmission of Contine:




8. Life Seftiement Insurer Parformance

First-Year Reinsurance Cession Rato
' " |56 Setioment Tamet o se s+ Remainig Lifo industry m—— fvicining ex Harmover and RGA

o .

2m3
" prapared by Gormiing, tno. Sotroe: 2018 AM. Bast Company—uzsed by pammission.

» The4d3 msmershavehadalowerwinsurancewssionmtethmthemmamingindmty;
this will contribute, over time, to more death claims and possibly a higher mortality
rate.

« Over the period of 2012 through 2016, the 43 companies saw a §-percentage point
decrease in their first-year cession rate. ,

» The remaining life industry experienced a 23-percentage point increase. The increase
was driven by Hannover and RGA in 2017.

= Removing Hamover and RGA across the observation period found an 11-percentage
point decrease in the first-year reinsurance cession rate for the remaining industry.

»x To the extent that policies owned by life scitlement investors are not reinsured, the
eventual death claims filed could boost mortality death benefit rates. '

Portfolio Performance and Net Operating Gain

The performance of insurer General Account portfolios is crucial to profitability. For life
settlement investors, an insurer’s ability to generate strong investment returns can directly
affect UL crediting rates. At the same time, overall profitability indicates an insurer’s
financial strength and its ability to meet future claims,
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We examine the portfolio performance and net operating gain of the 43 insurers and
compare them to the remaining industry. This understanding may provide insight into
potential future COI increases for these 43 insurers relative to the broader life industry.

Portfolio Rates

Operating in a prolonged low interest rate environment does not seem to have had a
i stronger effect on the portfolio returns of insurers targeted by life settlement investors,
compared to the remaining industry.

b Insurers Operating in a Lower Interest Rate Environment

While 10-Year Treasury yields are likely to increase, life insurer portfolio yields may
remain under some pressure. This is the result of the purchase of new bonds that are
1] relatively lower in yield than older bonds that mature. The following model illustrates this
IBi point.

. | The columns show the actual average book yield for the life and annuity industry, followed
3 by three that present a range of possibilities, The straight line across the whole graph is the
' I actual book yield for 2008; which is the middle of a relatively calm era after the decreases

during the 2001/2002 recession.
Life Industry Portfolio Net Book Yield Under Three Scenarios
— At ] OOk YekS e— SO0 ok Yiedd — 0derate Riso Sostatic Book Yiskd
~e==nea Racid Rica Book Yieid Rerpatning Low Socenaric Book Yiek)
o

§ ' 0 01 02 03 04 08 08 07 68 0 1w 11 12 13 16 18
not Prepased by Conning, Ine, Susoe: G018 AM, Best Compay—usad by petmission.
= The lowest scenario has interest rates remaining roughly at current levels. Under that
scenario, the industry’s book yield does not climb back to its 2008 level until after
2025—another eight years.
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a 0 CONN ING

o The middle line is a moderate rise scenario and under that scenario, the portfolio rate
reaches the 2008 Jevel in 2021, or another 4 years,

. Finally, the top line is a rapid rise scenario, and even with that fast growth, the portfolio
£ate does not recover to its 2008 level until 2020.

'ﬁisconﬁnuedpr&ssureonportfoﬁoyields could constrain the ability of insurers to grow
Waxs,e‘}enasextemalramincrease.

This continued downward pressure on portfolio yields will impact UL and annuity
crediting rates, making it difficult to offer competitive rates compared to other investment
pmduas.Thisprmsmem&Hbeexploredmmcredetaillaterinthischapter.

'Itisimponanttonotethaisomcinsm'emmayomperformmisaverageastheyamactlarge
pension risk transfers and retirernent income sales. Those types of business can require
insurers to purchase assets as the market rises. Therefore, those competitors may sce a
quicker response in portfolio yields than pure life players.

Portfolio Rate Comparison

The effect of lower investment retiins is evident in the change in portfolio rates among
insurers. We define portfolio rate as net investmient jncome divided by average General
Account assets. We compared the change in portfolio rate for the period of 2013 through
2017 for the total life insurance industry and for those companies whose policies have been
purchased by life settlement investors.

Portfolio Rate
——— o Solllomant Tarpets » v ueus e Romaining Life indusiry .—-m&mm
45% .‘0‘ ‘o.. _
.t'. to,
; 48% — .-;.‘ = - —'—0;. - — = —— — = - — ==
. -
o Tey
47% — - - — ———— — e . ey — —_ — — - ——
,o' e *e,

4.6% 0.0....’
i 4.0% mammemmt == ' B v ERiaiasenes
1[ £4%

43%

2013 214 016 18 a

business. More importantly, average portfolio yields are likely to decrease for the next few
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»  Over the period 2013 through 2017, the 43 insurers have averaged a portfolio return of
4.55%. The remaining industry had an average portfolio rate of 4.63% over the same

period.

 In terms of the absolute portfolio rate change for the period of 2012 through 2016, the
43 companics had a 9 bps decrease, while the remaining industry increased 32 bps.

*  The 2014 increase in portfolio rate for the remaining industry was driven by AGC Life,
which experienced increased dividends from its subsidiaries. Excluding that company
would reduce the 2014 portfolio rate for the remaining companies to 4.56%.

The continued low interest rate environment results in spread compression for fixed income
products such as UL insurance. If a company maintains higher crediting rates despite the
low interest rate environment, then it will experience lower earnings. If & company
responds to the low interest rate environment by lowering crediting rates, then its products
will become less attractive to buyers. 2

Low interest rates also have a second-order effect of reducing surrenders. As companies
lower crediting rates for new and existing policies and modify other pricing and benefit
features, in reaction to the low interest rate environment, the customer’s existing policy
looks better by comparison.

To date, insurers have responded to the low interest rate environment by adjusting the
quality and duration of the bond investments, interest rate hedging, and business repricing.
The ability to make further adjustments may be restricted. However, the industry’s ability
to continue reducing crediting rates on in force business has become increasingly limited.
Given the potential for a prolonged low interest rate environment, these effects may
continue over the near term. '

Profitability

Mortality eventually affects profitability. We analyze profitability in terms of statutory net
operating margins because not all companies file GAAP statements. The use of statutory
data, therefore, provides a universal approach to measuring and understanding profitability.
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- Net Operating Margin
" Net operating margins are a more usefitl comparison of profitability than the dollar amounts
‘reported as net operating gain. Using net operating margins, we can compare the
profitability of different size companies that generate different dollar amounts of net

operating gain.

We calculate statutory net operating margin as the net operating gain for the individual life
line of business or loss over the revenue for the individual life line.

Aggregate Operating Margin
Net operating gaby revenue

l.msm‘l'm Oooooocmmm

w8 000 aot4 o018 T e 2017
Preparad by Conning, Inc. Gouroe: 2018 A M. Bast Compary—used by permission.

= The 43 insurers experienced an average operating margin of 1.7% for the period of
2013 through 2017.

% The remaining life industry generated an average operating margin of 5.2% for the
same observation period.

= The results for 2016 reflect reinsurance transactions by AIG and Prudential. Without
those transactions, the operating margins for 2016 would have been 1.4% for the life
settiement target and 3.5% for the remaining life industry.

»  Comparing the two groups’ profitability reveals that, on a collective basis, the life
settlement targets have generally seen a weakening of operating margins. As shown
earlier in this chapter, higher death benefit rates (death benefits as a percentage of
reserves or face amounts) are growing for that group. However, the lower operating
margin could also reflect the lower use of reinsurance.
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4

: Because life settlement investors primarily purchase UL products, we analyzed the
i operating margin generated on ISL business. This provides some insight on the profitability
of that product line. Iflife scttlements were having an impact, it would likely be felt on that
product more so than the individual life line of business.

ISL Operating Margin
ISL nst operating gain/iSL revents :
1. Semement Turgets »a o0 o0 e Ramtining (o Industry ]
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Prepared by Conning, tnc. Souros: €2018 AM. Best Company—tizad by permission. )

= In 2017, those 43 insurers saw theiroperaﬁtigmargindecreascﬁ'om 15.1% to -5.9%. ,
This decrease was driven by Aegon, which restructured its Transamerica operation in :

»  Over the observation period, the ISL line generated a 2.6% average operating margin
for companies targeted by life settlement investors.

» In comparison, the average operating margin for the remaining industry was 4.7%. ' 4

1 »  Note, these results are just for the ISL line of business, Companies can, and do, use
other products to offset losses. That said, the pressures on UL profitability were a
reason companies increased COI charges.

Income Statement

We analyzed key financial and operational performance metrics for the 43 operating
insurance companies that investors have targeted. We compared their performance in these
areas against the remaining operating companies in the life industry. This comparison
provides some context to understand the state of the insurers that represent the eventual
payment to investors,
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As patt of our analysis, we examined the statutory income statements of the 43 insurers
whose policies are in life settlement portfolios. The accompanying table contains the
" simplified results for the years 2015 through 2017.

Income Statement: Life Settlement Target Insurers
$ in milions

2018 2017
$44,108 $41,188
A A e

FOporating Wargin ==~ i T T e TR

Over the period of 2015 through 2017, these 43 insurers have experienced a decrease
in net operating margin, from 2.75% to —1.56%.

The low net premium in 2015 was caused by Prudential’s reorganization. As a result,
Prudential reported a —$46 billion net premium for the year. While offset to some
degreebythemleaseofrmvw,themﬁmateaﬁ’wtwasmreducenetopemﬁnggams.

The decrease in other revemue, which includes Separate Account fees and
reimbursements from reinsurance transactions, was the major driver of lower revenue.
Death benefits were the strongest contributor to higher benefits over this period.
Summary

Over the course of the life settlement asset class’s development, life settlement investors
have purchased policies from a wide selection of companies. In 2017, 606 companics
reported any amount of life insurance reserves. Qur analysis of the 2016 and 2017 SEC
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6. Life Settiement Insurer Performancs

filed Form 10(k)s of life settlement companies that have disclosed the policies investors
own found that there were 43 operating subsidiaries owned by 37 insurance groups in those
portfolios. An insurance group is a holding company with one or more operating
subsidiaries.

Before reinsurance, the life industry reported a total face value of $9.0 trillion of cash value
life insurance in force at the end of 2017. The 43 insurers whose policies life settlement
companies own represented 50%, or 84.5 trillion, of the cash value life insurance in force
at year-end 2017. Cash value insurance,; whole life and universal life, is the product that
life seftlement investors favor.

Insurers targeted by life settlement investors have experienced worsening mortality
performance over the period of 2013 through 2017. We examined surrenders as both a
percentage of in force face value and in absolute dollar terms. Analyzing face value
provides an indication of how muclr of an insurer’s book of life business is being lost. The
amount of surrender benefits, as a percentage.of reserves, gives some insight to the
economic impact of surrenders on an insurer.

One reason there may be an increase in death claims is that fewer policies are lapsed or
surrendered, This impact on lapse and surrender rates provide some indication of potential
future mortality experience. Insurers targeted by life settlement investors have lower lapse
rates than the remaining industry, driven by stronger growth of in force face value by the
43 insurers than by the remaining industry.

The use of reinsurance can reduce the financial impact from higher mortality rates on a
primary insurer by transferring the cost of death claims to a reinsurer. As a result,
companies with higher cession rates (the percentage of direct premiums ceded to a
reinsurer) may have reported lower mortality benefit rates than companies that choose not
fo use reinsurance.

The performance of insurer General Account portfolios is crucial to profitability. For life
settlement investors, an insurer’s ability to generate strong investment returns can directly
affect UL crediting rates. At the same time, overall profitability indicates an insurer’s
financial strength and its ability to meet future claims.

__-_,_._-—-
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7. Cost of Insurance Increase

R

Life settlement investors have shown a strong preference for purchasing UL insurance.

This preference is due to the product’s structure, which enables investors to optimize their

premums. Simply put, premium optimization involves making the minimum premium
' paganentsnec&ssmytokeepthepolicyinforce.

Between 2015 to 2017, some insurers made the difficult decision to increase their COI -
sates. Through August 2018, John Hancock and Voya, are examples of companies that
increased COI rates.

The COI charge, while primarily applied to cover insurer mortality experience, also
provides recovery for insurer expenses, profit, and interest spread (e.g., the pricing interest
spread may be reduced by increasing COIs and vice versa). For life settlement investors,
these COI increases, in combination with lowering crediting rates, can significantly affect
premium optimization and eventually overall investment refurns.

1

This chapter looks at the reasons insurers have increased the COI charges. It compares
E" : those companies against the broader life industry and against “pure” universal life players.

This comparison provides some context for those increases and may help life seitlement
 investors better understand the forces affecting their assots.

COl Increases

In 2016 and 2017, six major insurers announced COIl increases on their UL policies.
Depending on the policy’s issue date and the amount of the death benefit, those increases
have been as high as 200%. Because of these increases, some policy owners have filed suit
against these insurers.

Typically, unless mortality expestations of the company have become worse, universal life
policies prohibit insurance companies from raising rates. Some administrative expenses
can also be placed in the category of allowing premium rate increases. That policy seems
to have changed due to the low interest rate environment. Because of this change from
insurance companies, insurers believe large cost of insurance increases are unlawful and
that has resulted in lawsuits. In some cases, life settlement companies have sued life
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2 Some products will not feel the effect of the increase until after December 31, 2020. Those
b policies were part of the Phoenix lawsuit that was settled in 2015, In that case, Phoenix
| raised the cost of insurance on policies issued between 2004 and 2008, with face amounts
E of $1,000,000 or more, and issue ages equal to or above 65 or 68, depending on the policy.
i The plaintiffs alleged that the increase, which took place in 2010 and 2011, “did not apply
?' uniformly to a class of insureds, discriminated unfairly between insureds of the same class,
and were improperly designed to recoup past losses”. While Phoenix denied the charges,
they did agree to establish a settlement fund of up to $42,500,000 as compensation for the
affected policyholders, In addition, the insurer agreed to “not impose any additional COI
rate increases” on the affected policies, “through and including December 31, 2020”.

7. Cost of Insurance Increase
_ insurers that issued polices and years later increased premiums. In 2017 there were
: noticeable fewer COI increases than in 2016. o :}_
|
Key Insurer COIl Increases ﬂ
Company Reason{s) €Ol Increase E
| 2017 Announcements :
; Phoenix Mortality Uninown
Ii oy e e ________‘_,:,_.,_,____. —_.H._...._____én& pER TR ittt S
| L Natorsl e owe tpay o paies P10
: Tram-anwrﬁca Current expectations about future costs “38% to 47% y
2018 Announcements
AXA Mortality 27%11068%(depemmgonage) N
BannarWilliam Penn - Investment retums, mortality, crediting rates 10% 10 200% e
Lincoln National  Investment retum and reinsurance cost  14% to 52%
i Transamerica” ' Curtent expectations about future Gosts & 6% 10 100% . s il e s kha
o VOYA Reinsurance costs, investment retums 5% 10 54% - ;
‘ ww_mmmwsmmmmm Sl Ll el g T 3 %
3 2017 COI Transactions
|| Phoenix issued 2017 COI increases on certain policies. These increases were scheduled to
'? begin after November 2017, except for insureds older than 85 years old, who would receive
| this full increase immediately.
|
.

Lincoln National issued its 2017 COI increases for UL policies that were initially issued
by Jefferson Pilot Life from 1999 to 2007. It is believed this increase, as much as 100%,
will impact as many as 25,000 customers.

72 This research publication is copyrighted with all rights ressrved, No part of this research peblotion nay b reproduced, tremscribed, mslﬁwd’ :
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In August 2017, Lincoln National increased COI for several of its products. The increases
were made after Lincoln updated projections of their future costs for providing this
coverage. The rates are based on future expectations of certain cost factors, including
mortality, interest, expenses, and the period policies stay in force.

Transamerica issued a new COl increase on its Ultra 115 and TransSurvivorship products
that were purchased in 1988-1989. According to sources, Transamerica is increasing rates
based on “current expectations” about “future costs,” and the “future costs of providing,
coverage are subject to change over time.”

2016 COI Transactions

AXA increased COI rates for a block of 1,600 UL policies with particuiarly bad mortality
experience. The company also chose those policies because their owners were only paying
the COI rates. A class action lawsuit was filed against AXA in May 2016, alleging that
AXA falsely stated the increase was permitted by the policy terms. That lawsuit was
expanded in January 2017 to include another set of plaintiffs.

Banner Life/William Penn Insurance Companies increased CO! charges on all of its
universal life policies. The companies announced that a combination of factors severely
eroded the profitability of this block of policies. Chief among these factors was that
investment returns have been at all-time lows for an extended period. At the same time,
average mortality on these blocks. has been unfavorable, usually attributable to the
conversion segments,

Lincoln National announced that it would begin increasing COI rates in 2016 for specific

policies Lincoln acquired from Aetna Life Insurance and Annuity Company and Jefferson

National, Material changes in future expectations of key cost factors associated with

! E providing this coverage, including lower investment income and higher reinsurance costs,
g ! drove these increases.

Transamerica Life Insurance Company increased COI rates affecting about 26,000
- policyholders on certain UL insurance products sold between 1987 and 1998. Transamerica
__ ' said that the increases are necessary “to address the expectations as to the future costs of

a providing coverage. The percentage of the increase varies by policy, but Transamerica docs
expect some of the increases to be substantial.” In November 2016, The U.S. District Court
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in California’s Central District ruled that a class action lawsuit against Transamerica
b regarding the insurer’s “breach of faith” for universal life policies COI could proceed.

_ VOYA increased COI on nine UL products sold in the late 1990s and early 2000s. The
X increase ranged from 9% to 42% depending on the product. VOYA announced the increase
was due to a reinsurance rate hike and low crediting rates and deferred this increase to the
customer.

k Conseco sent a letter to some UL insurance policy owners in February 2016 explaining
i that there would be a cost of insurance increase. Reasons stated in the letter include

investment earnings, mortality, persistency, and expenses.

COl Litigation

Several lawsuits have been filed against insurers for the COI increases. These lawsuits
continued to make their way through the legal system in 2018,

Kay Insurer COI Litigation
E Gompany Reason{s)
! us. Firmda!ﬂfelnmanca lnaaasescﬂdwtmatchoﬁgh'talpoﬁcy

John Hancock “Settled COI Ittlgaﬁon
Voya T 7, COlngeasar
Phoenix Companies - COl increase

Prepared by Conrting, Ino, Sources: 2018 MLF Lexsen, LLC, pross relenses.

U.S. Financial Life Insurance increased rates for policies purchased in 2001. According
to court case, Farris v. US. Financial Life Insurance Company, U.S. Financial Life
Insurance began increasing rates for polices due to anticipated future mortality experience
being worse than anticipated. This suit was filed in 2017, and in 2018, part of the motion
was granted saying that the remaining claims of conversion, breach of the covenant of good -
faith and fair dealing, and fraudulent misrepresentation may go forward.

Lincoln National had two suits against them regarding COL The first was a oonsolidated_
putative class action and the second was an investor-initiated suit. The court dismissed the
plaintiffs’ claims on both actions due to duplicated breach of contract claims.
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. AXA Equitable Life was part of a putative class action suit, Brach Family Foundation,

" Inc. v. AXA Equitable Life Insurance Company, which involved CIO rate increases that

" had been pending since 2016. The Southern District of New York denied AXA’s motion

to dismiss the claim alleging misrepresentation as well and other rejections for dismissal.

. It was determined that because the plaintiff had not identified any specific illustration,

amnual statement, or interrogatory that was misleading, the case was dismissed. The
plaintiff filed a second motion and AXA is moved to dismiss this complaint as well.

John Hancock settled a COl increase in July 2018 in the Southern District of New York
by agreeing to pay just over $91 million, Unlike other suits to companies who are accused
of using excessive COI increases, this suit alleged that John Hancock should have lowered
rates in its policies because mortality rates “declined significantly over the past several
decades” and future mortality expectations were “likewise substantially changed in its
favor.” According to court documents, John Hancock had stated in the past 15 years in
regulatory filings mortality experience was improved. It was also stated that John Hancock
would review COI rates at least once every S years.

O

¥

Voya was sued in August 2018 in United States District Court—Southern District of New
York for what is described as an illegal rate hike to certain UL policies. The policies in
question were originally issued by Actna Life Insurance Company, now Voya, and the
i administrative agent and reinsurcron the policies was Lincoln Financial Group. According
' to court documents, the increase was based on Liicoln’s estimate of future premiums rather
than Aetna’s estimates of firture costs as required by the policy contract.

ISR

X
e T

7 3

Phoenix Companies are in the midst of two lawsuits in 2018, The first, filed in February
2018, is a class action lawsuit against the CO increases in their universal life policies and
whole life policies. An additional class action lawsuit was filed by Advance Trust &
Escrow Services in April 2018. Advance Trust in suing on behalf of Life Partners Position
Holder Trust for COl increases. Both lawsuits are considered related and are being assigned
the same district judge.

COI Regulation

COl increases attracted the attention of several state regulators as well as national consurner
groups. Efforts began by some states to require greater disclosure about, and flexibility in,
K COlI increases. '
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In an effort to regulate COI increases, the New York State Department of Financial
Services enacted new regulation in 2017, The purpose of this regulation was to “govern
life insurance company practices related to increases in the premiums.” This new regulation
required insurance companies that are raising rates on policies to give the department at
least 120 days prior notice to that increase. Insurers are also required to give consumers at
least 60 days prior notice.

In an effort to piggyback the New York law, California signed into law Assembly Bill
2634. The purpose of this Bill is to protect consumers from cost of insurance increases on
life insurance policies. The bill is in effect for all policies after April 1, 2019 and will
require insurers to give a summaty notice of flexible premium policies 90 days prior to the
increase to the policy owner. Among the changes to this new law is that there must be
included an explanation that adverse change will be “based on expectations of the future
cost of providing the benefits under the policy, and that the adverse change to the current
scale of nonguaranteed elements will reduce the accurnulation value and may increase the
risk of policy lapse based on continued payment of current premiums.”

The Consumer Federation of America also took notice of COI increases. Consumer
Federation contacted all state insurance commissioners in 2017 and urged them to make
sure that any UL insurance cost increases were done for legitimate reasons.

Reasons for COl Increases

Based on insurer announcements, the major factors driving COI increases were higher than
expected mortality, lower than expected investment returns on insurer portfolios, and lower
than expected policy crediting rates. What is noticeable is that most of these policies were
issued in the 1990s. At that time, insurers operated in an environment where interest rates
and crediting rates were higher than today. Since then, both rates have decreased.

Comparison Groups

Our analysis of COI drivers begins by categorizing the 606 insurers that reported any
amount of individual life insurance reserves at the end of 2017. Statutory filings do not
identify life insurance premiums and reserves by product (term life, universal life, variable
life, or whole life). However, those filings do identify ISL and non-interest sensitive life
premiums and reserves. Under statutory reporting, universal life is part of the ISL premium
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and reserves, however, it is not possible to separate UL premiums and reserves from other
whole life products. In this study, andmothel'Connmgreports,weuseISLpremlmn and
reserves to identify UL companies and activity.

At the end of 2017, 62 companies had 90% or more of their total individual life insurance
reserves in ISL., Wecategorizedthose&compmﬁwas%Lpocused " companies, The
cight companics that announced CO! increases formed the final comparison category. Of
those eight companies, AXA, Banmer, Jackson National, Lincoln National, Phoenix,
Transamerica, and Voya are among the 43 insurers targeted by life settlement investors.

Insurer Categories
Catagory
mmm———————-—__
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As part of our analysis, we examined the statutory income statements of the companies that

increased their COI charges. T'heaccompanymgmblecontamsﬂlemmnnmngmed
results for the years 2015 through 2017.

The reason for the operating loss for 2017 was because of Aegon’ s Transamerica reinsuring
its closed block of BOLI (Bank-Owned Life Insurance)/COLY (Corporate Owned Life
Insurance) business to Wilton Re. This wes & éne-time event, For that reason, we have

excluded Aegon form thesc results. Once again, death benefits increased in 2017, Surrender
benefits increased for 2017.
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ISL Income Statement: Insurers that Raised COI

$ in millions, excluding Aegon

2015 2016 2017
Premium $o4%2 S6011  $7673
et nvestioeit icoire T amT S 4E
Other Revenue BT
TotlRovenus "'l o 0 SHE 812,104 T §12,340
Death Benefts 3,753 4,080

TR T e

(ssai)
memmmsmmwnm '

* In 2017, excluding Aegon’s Transamerica, thsase insurers have experienced a decrease
in net operating margin, from 0.6% to —6.7%.

= Revenues increased slightly in 2017, compared to 2016. The increase in revenue was
offset by the increase in benefits.

» Net operating gains were negative for two of the three years for these companics.

Portfolio Rates

The prolonged low interest rate environment does not seem to have had a stronger effect
on the portfolio returns of those insurers that increased their COI charges, compared to ISL
focused insurers or the total industry.

We define portfolio rate as net investment income divided by average General Account
assets. We compared the change in portfolio rate for the period of 2013 through 2017 for
the total life insurance industry, those insurers who are pure ISL companies, and for those
companies that have announced COI increases.
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nsurer Portiolio Rate
' — (51, Booused s seees Total industry m— G0 NGRENE

it ] b e e RS

Propared by Conning, Inc. Sowuroe: €2016 AM. Best Company-—used by penission.
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» While those companies that increased COI charges have experienced a decrease in
investment returns, their decrease has been less than ISL focused insurers or the

industry in aggregate.

@ o B M L

*  On average, all three groups have approximately had the same average return of 4.7%
for the period 2013 through 2017,

« Interms of the absolute portfolio rate change for 2013 through 2017, those companies
that increased COI costs experienced a 37 bps decrease. However, the ISL focused and
total industry groups experienced a 17 bps and 23 bps decrease, respectively.

Crediting Rates

As interest rates have fallen since the 1980s, minimum guarantees have also fallen. In the
1990s, guarantees of 3% were common. Indeed, minimum crediting rates on UL have been
as low as 0% in some quarters in recent years, according to LIMRA surveys. As can be
seen in the accompanying graph of median crediting rate for UL, the median rate has been
i3 at 4% from 2013 to 2016, That changed in 2017 when the median crediting rate decreased
: to 3.8%.
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Median Universal Life Credited Rates vs. Individual Life Not Investment Yield ' a
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» Crediting rates have been decreasing for more than a decade, eroding the appeat of
traditional UL products.

»  Median UL crediting rates had the first decrease in five years, going from 4.0% in
2013-2016 to 3.8% in 2017. a

= The spread between insurer net investment yields on individual life assets and UL o
crediting rates has decreased from 50 bps in 2013 to 33 bps at the end of 2017. This
decrease adds pressure on insurer product pricing.

Median crediting rates decreased in 2017, to 3.8%, and held at that level in 2018Ql.
Median crediting rates were at 4.0% from 2013 to 2016, While the median remained steady 3
S

for years, the range has shifted. In 2017 and 2018Q1, 50% of crediting rates were between

3% and 4%. In 2016, the middle 50% of crediting rates were between 3.3% and 4.3%. i

Universal Life Credited Rates 1
Renge of e kidde 60% ~Medizn B
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traditional UL products.

Mortality Rates

Four of the eight insurers that amnounced COI increases cited worsening mortality
performance as a significant reason for their increases. Gur analysis supports this.

We analyzed the mortality experience of those insurers who increased COI, ISL focused -
insurers, and the total individual life industry to understand their experiential differences.

Our analysis examined mortality experience from two perspectives. First, we looked at
mortality in terms of the face amount lost via death claims.

We then looked at mortality benefits paid as a percentage of reserves. This second analysis
enabled us to take a deeper look and examine ISL death benefits paid as a percentage of
ISL reserves. '

Mortality Rates: Face Amount
Death benefit face amounts over aversge in force fave emounts, in basis points

e (5] Focttsed s oo e Tolal [ncustty —— O] [POTEREE

BreBsEERBS

Prepared by Gonning, no. Sowoe: SR0718 AM, Bast Crnpany—used by permission.

» Those companies that announced COI increases have similar mortality experience to
other ISL focused insurers. However, both groups had higher mortality experience than
the total industry.

*  Qver the period of from 2013 to 2017, the COI insurers have experienced an almost

8 bps increase in the face amount mortality rate compared to 2 10 bps for ISL focused
insurers and almost 5 bps for the total industry.

#

‘This ressarch publiation Is copyrighted with oli rights reeerved. No part of this research publication may be reproduced, trausoribed, transwitted, 81
mmmmmmwwmmmhmmwmmwmwmmmwcm




3

7. Gost of Insurance Increase (‘ CONNING"

= It is important to note that the amount of average in force face value lost, regardless of
the insurer category, is relatively small. In 2017, for example, insurers in both the ISL
focused category and the COI increase category lost approximately 41 bps of their
1 average in force face through death.

R Y I A e

Mortality has a more significant impact when viewed as a percentage of reserves, As with
in force face amounts, those companies that announced COI increases have experienced a

stronger increase in mortality experience.
Mortality Benefit Rates
S, Focused sesvees Total indusry — (0 10TRASE ]
I m i
'i: 6.0% y s '
] 85% —— — — e - ———e
i 5% ..5o§.oohltoo._tu900”"""""00000.1-.9000.
L
l -

Prapared by Conning, Ino, Source: SR8 AM, Best Conpeay—usedt by pemission,

x  Over the period of 2013 through 2017, those companies that announced CO increases
have seen an almost 118 bps increase in mortality experience as a percentage of average
individual life insurance reserves.

LR -7.;?"'_3.;._:.:7-.-:

= In comparison, ISL focused companies and the total industry experienced a 77 bps and
75 bps increase, respectively.

The previous two charts viewed mortality experience across all products. In terms of UL,
our analysis found that the companies announcing COI increases have had a significantly
stronger increase in mortality rates than ISL companies or the total industry.
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1SL Mortality Benefit Rates
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« Companies that have announced COI increases have experienced a 101 bps ISL
mortality rate increase over the period of 2013 through 2017.

» ISL focused companies experienced an almost 66 bps increase in ISL, mortality, and
themdusuymtalexpeﬁenoedanalmost%bpsinmseoverthesamep@riod

r

Lapse Rates

One reason morality experience might increase is that fewer policies are being lapsed or
surrendered. This has been the concern of insurers about the effect life settlements would
have on their books of business, As part of our analysis into the potential drivers of COI
increases, we looked at both lapses and surrendets.

Lapses are not reported in terms of benefits paid, because there are none. However, the
amount of face value lost through policy lapses is recorded, aibeit for all products. As a
result, we can only get an approximate sense of whether those companics announcing COI
increases have experienced a significant change in their lapse experience relative to ISL
focused insurers and the total industry.

Unlike mortality experience, lapse rates that decrease over time mean that fewer policies
are lapsing, Ultimately, lower lapse rates translate into higher mortality experience. We
analyzed the percentage of lapsed face amounts over average in force face amounts.
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Face Amount Lapse Rate
Face amount lepsed over average in force face amount
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«  Companies announcing a COI increase saw an almost 30 bps increase in lapse rates,
compared to an almost 56 bps for ISL focused companies and the total industry.

» Itis important to note that these lapse rates are across all products. That said, with lower
lapse rates, those companies that announced COI ‘increases may experience higher
mortality in the future should those policies remain in force.

Surrender Rates

A decrease in'surrenders can also lead to higher mortality experience. As a result, we
analyzed the surrender rates for those companies that announced COI increases, those that
focused on ISL, and the total industry.

As with mortality rates, we can view surrender rates in terms of face amounts and benefits
paid. This enables the analysis to examine surrender rates at a product level.
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CONNING’ 7. Cost of Insurance Increase
Face Amount Surrender Rate
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s For the period of 2013 through 2017, those companies that anmounced COI increases
experienced a 12 bps decrease in face amount surrender rates.
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» The companies that anmounced COI increases experienced a 13 bps decrease in
surrender rates.

«  The ISL focused companics sawaSprsdecwﬂSeandthemtalﬁldmeXpeﬁm
an almost 1 bp decrease.
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s

= Both the COI insurers and the Total industry have experienced an increase in surrender
rates since 2014, though they remain below their 2013 level.

x  Surrender benefits were 2.6%, 2.4%, and 2.8% of average individual life reserves for
the companies that announced COI increases, ISL focused insurers, and the total

industry, respectively.

}»%1 We can analyze surrender benefits at a product level by using ISL surrenders and reserves.
While those companies announcing COl increases have been in the middle in terms of face
d value and all product surrender decreases, a different picture emerges when viewed at the
15

i ISL level.

B ISL Surrender Benefit Rate

# I8L. surrender benefils over everage ISL resoves

_: 18L. Fooused +sso0as Tolal industry vty C()] t7ERGS

3 6% - - e
1.

i LA L T ¥ W P

i__i % * .....'."'Oo..ooooooa

j: | MR A L L T T T T XY
i 25% . .

¥ ' e ———
'I'.:: |

Il ! mm 204 2018 2018 2017
F’ ' Prapared by Conning, Inc. Souros: G2018 AM. Best Company—used by permistion

§ ]’ * Those companies that anmounced COI increases experienced a4 50 bps decrease in
i surrender rates for the period of 2013 through 2017,

T T

» ISL focused companies experienced a 34 bps decrease and the total industry
experienced a 42 bps decrease.

=  As with lapses, this ISL surrender benefit analysis suggests that, those companies that
announced COI increases are experiencing stronger decreases in surrenders than other
ingurers.

* Longer term, these trends suggest higher mortality experience for the companies
announcing COI increases.
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~ Reinsurance Cession Rates

_. WhenweanalyzedthecwsionrateoftheinsurerswhoraisedtheirCOIrat%,weﬁndthat
- those companies have a lower reinsurance cession rate than ISL focused insurers or the

industry in total.

First-Year Reinsurance Cession Rate

First-year ceded premium/ first year diroct and assumed pretnium
151, Footmed + o venon Total industry — (01 INCTCRSD — Fernaindig ox Hannover and RGA

.ot"o...’
S—— =] ’0'—;;—-————- - - -

anst
ey L ¥ Ll
LE X TP PTE L Tag .
i .......

2am3 014 2018 2018 017
Prepared by Cenning, Lo, Souroe: G2018 AM. Bazt Company—ttzed by patission.

* During the period of 2013 through 2017, compeanies announcing COI increases had an
average cession rate of 5.7%.

* ISL focused companies experienced an average cession rate of almost 14% and total
industry experienced an almost 28% average cession rate.

» Reilmn-anceusecoulddecreaseﬁtrtherwiththeoomingofprinciplm-basedreservingo
expected to go in effect in 2018.

* Lower use of reinsurance could lead to higher death benefits being paid, reducing
profitability.

Profitability

Ultimately, profitability is why insurers increase COI charges. We analyze profitability in
terms of statutory data because not all companies file GAAP statements. The use of
statutory data, therefore, provides a universal approach to measuring and understanding
profitability.
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While net operating gains or losses are informative, a more useful measure of profitability
is the operating margin generated on ISL business. Operating margin is the net operating
gain or loss over the revenue gencrated by the line.

ISL Operating Margin
ISL not cperafing gain/ISL revenue

Prapared by Comning, tne. Sourco: @2018 AM. Bast Compuiry—usad by perrtission,

= In 2017, those companies that announced COI increases saw their operating margin
decrease from —2.2% in 2016 to —17.6% in 2017. The negative operating margin was
driven by a Transamerica reinsurance transaction,

»  In comparison, the average operating margin for the ISL focused companies was 0.5%
and for the total industry it was —1.4% for 2017.

= More telling, in terms of why those companies may have announced COI increases, is
that they have had negative operating margins since 2015,

* Pressurcs on UL profitability were identified as a reason companies increased COI
charges. With average operating margins for the insurers that increased COI below the
average for other ISL focused insurers and the remaining industry, there g to
be a clear need to increase COI rates.

» The reasons given for COI increases matched our analysis, with little evidence that life

settlements were the reason,
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Summary

Life settlement investors have shown a strong preference for purchasing UL insurance.
This preference is due to the product’s structure, which enables investors to optimize their
premiums. Simply put, premium optimization involves making the minimum premium
payments necessary to keep the policy in force. Increases in COI charges can affect

o ontimization.

The COX charge applied on a UL policy primarily covers insurer mortality experience, &t
also provides recovery for insurer expenses, profit, and interest spread (e.g., the pricing
interest spread may be reduced by increasing COls and vice versa).

Between 2015 to 2017, some insurers made the difficult decision to increase their COI
rates. Through August 2018, John Hancock and Voya, are examples of companies that
increased COI rates. For life settlement investors, a CO! increases in combination with

overzall investment returns, ;

Several lawsuits have been filed against insurers for the COI increases. These lawsuits
continued to make their way through the legal system in 2018. COI increases attracted the
attention of several state regulators as well as national consumer groups. Efforts began by
some siates to require greater disclosure about, and flexibility in, COI increases.
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Based on insurer announcements, the major factors driving CO! increases were higher than
£ expected mortality, lower than expected investment refurns on insurer portfolios, and lower
£ than expected policy crediting rates. As part of our ongoing review of the life settlement
market, we analyzed the performance of those factors for the companies that announced
COI increases. We compared their performance against the remaining industry. In most
cases, the companies announcing COl increases did report lower performance than the

remaining industry.
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- Appendix—Life Settlement Market Structure and Risks

Glossary

For the purposes of this study, Conning will use the following terminology:

Life Settlement Glossary
Term Definition
Physical Life Policy A life Isurence poficy that is underwritton and issued by an insurance
company on the Iife of an insured,

nal Life Saitiement . mmﬂﬁawﬁiWWawmmWsm

Extra-Cm'rtracmaILom ) mmmmmmwammmmwsmh
surrender value, and using that policy’s death banefit as collateral.
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synthetic policy and whosa death triggers the payment of & synthetic death
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[ Synthetit Lits Setlement . : as fife policy by a buyer on an investor's behalt. -
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regardiess of whether the policyholder wants to sell.
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" A Tarket whore Tnvestors, or fund managers, resel secondary market
individual policies or portfolios of policies.
Prepared by Conming, In0. Souroa §2018 Conring, e,

As with many investments, life settlements are a complex asset class. A basic
understanding of how the market works is beneficial to investors considering allocating
some of their capital to this asset class. What do new investors need to know about life
scttlements?

-
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This annex provides a high-level overview of these areas and is not comprehensive in scope
or depth. It examines the market’s structure and key risks. These risks include:

» Life expectancy
= The importance of portfolio diversification

*  Premium optimization and its challenges

Each investor needs to develop an understanding of those issucs and areas most important
to their specific needs.

The Life Settlement Market Structure

Investors entering the life settlement market should have some degree of awarencss about
market players, how a transaction works, the costs of participation, and the ways they can
participate in it.

Market Players

Four key players are involved in the life settlement transaction.

* Individual policy owners own the policy. Some policy owners approach a life
settlement provider directly and offer their policy for sale.

*  Financiai advisors to the policy owner often act as the intermediary between the policy
owner and the provider.

- = Life seutlement providers serve as the point of contact between the life agents and life
settlement brokers helping insureds to sell their policies and the investors that fund the
settiement offers.

* Investors are individuals or institutions (such as hedge funds or mutual funds) that -
purchase the policy.
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CONNING Appendix—L.ife Setflement Market Structure and Risks

Over time, several types of services have formed to support and facilitate the buying and
selling of life settlements. Among the key service providers are the following:

" Underwriting firms assist in pricing and risk selection. Some evaluate the current life
expectancy of insureds whose policies are being considered for purchase and determine
the quality of the initial policy underwriting.

» Trust companies provide escrow services at time of transfer and on an ongoing basis to
ensﬁe&atpmhasepaymﬂsmedisbmedaﬁﬁﬁcpolicy&msferhasbemmoﬂed,
and that fumds are available to make continuing premium payments.

« Administrative services companies can assist at several stages of a transaction, often
uackingthemﬁhﬁngsmvivalofmsmeds,makﬁlgacmﬂpwmimpayments,and
procwsingclaimsatthedeathofacoveredinwred.

»  Attorneys provide some advice on current settlement laws. As investors have become
more concerned with legal issues surrounding life settlements and the regulatory
requirements in various states, legal services firms have stepped up to assist them.

»  Actuaries assist underwriting companies in determining appropriate basic mortality
patterns, and the effect that various impairments will have on life expectancy. They
i assist investors in calculating the appropriate offer to be made and the amount needed
to be put in escrow to handle future premium payments. They assist administrative
services providers in determining the optimum pattern of premium payment, and taking
policy features and investment returns into consideration.

E The Life Settlement Transaction

At a basic level, a life settlement transaction is straightforward. An individual, working
with a financial advisor, approaches a life settlement provider and offers a policy for sale.
The life settlement provider evaluates the policy to determine its market value.

In some cases, the life settlement provider decides to purchase the policy for its account. If
| it does so, the provider makes an offer to the individual policy owner, who accepts or rejects
' it. If accepted, the policy is purchased by the investor and the original owner receives their
net payment.

,
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Appendix—Life Settiement Market Structure and Risks <’CONNING’_

Investors approach life settlement providers seeking policies to buy. The provider offers E
the investor the policies it has available for sale either from its existing portfolio of policies \ g
(much as a car dealer sells autos from its inventory), or else agrees to find policies meeting "
the investors’ criteria (similar to the way a real estate agent works with a home buyer to
find a new home.)

The service providers described earlier support this straightforward transaction. As a result,
capital and policy information flows can be complex. -

In many cases, there is a planmed duplication of effort. For example, some life settlement
investors use two or more underwriters to develop a broader understanding of the insured’s
life expectancy and lessen the investor’s risk. Meanwhile, providers also employ
underwriters to provide their own internal estimate of the life policy’s value and establish
an offering price, The following graphic iflustrates this complex process of working with
a life settlement provider to acquire policies.

The Life Settiement Acquisition Process

Poficy Stetus
Uniferwiier Evalunte Shecical Statuy
Denath Bonefit Invasiors or Acwney Estimata Life Expactincy
Fund
< Policy Inforation MLM
Undenveiter Fvaluate Medics! Slaha
Srovidar . 3 Exfimate Liia Expectancy
Review Lagailty
Policy

Finangial
Advisor

Insuranse Company

Policy Trenster

Prepared by Conning, (n. Source: @2018 Comming, Inc.
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Life Settlement Participation Costs

This process involves the costs borne by the investor that reduce the ultimate amount paid
to the individual policy owner. Broadiy speaking, the investor’s costs associated with life
settlements fall into two categories: those paid to the fund manager and those paid to
external parties, such as providers.

The fund charges fees for its investment management, in many cases including a
performance bonus; administrative costs associated with operating the fund; and because .
the life settlement market is illiquid, many funds impose a surrender charge on investors
who opt to withdraw within a given period after the initial investment.

Fees paid to external parties include commissions paid to life settiement providers and the
policy owner’s financial advisor as well as to underwriters and actuaries. The find may
directly pay these costs or pay them to the life settlement provider who settles the individual
cost. The following graphic illustrates the types of fees or charges life settlement investors
may incur.

Investor Costs
favesior or
Fund _‘
Policy Management Life Seulement
Provider
Fund Menager Foo s Undatwiter Fes «  Trustee Feo
*  Peronnenoe Bom:s s Actusry Fee »  Acoounting Foo Life Sentement

Broker

»  AdminiswationGosts  »  LegalFee . Adniistator Fes

*  Syrander Charge

Wmmmmmsmm

Analyzing all of these costs is difficult. First, the costs varybecausetheyarepaidto
different external providers. For example, a fund may buy policies from different providers,
and the commissions it pays to one provider may differ from what is paid to another.
Second, costs may be grouped together as general or as acquisition expenses, rather than
split into their respective pieces.
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#

Fund Manager Costs _

Investors pay a wide varicty of fees to the fund manager, These fees cover the costs of
establishing and managing the portfolio, investment management, and, in some cases, the
impact of withdrawal from the fund on its overall return.

Fund Manager Fee

The fund manager charges for managing the fund. This fee covers the manager’s expenses
for finding polices, evaluating the policy, assessing whether the return on investment meets
the fund’s criteria, arranging an independent medical evaluation of the insured, and
arranging the purchase, Our analysis of fund offerings indicates fund manager fees range
between 1% and 3% of assets under management, and are usually deducted from the fund’s
assets as part of the net asset value pricing, One life settlement fund, for example, charges
2% of the portfolio’s value as its “Base Management Fee.”

Performance Bonus :

Some life settlement funds adopted the ‘performance bonus often associated with hedge
funds, Performance bonuses are designed to align thé manager and investor’s interests.
These bonuses are paid to the portfolio manager after the investor has reached a “hurdle”
rate of return on their investment. Above that hurdle, the portfolio manager shares a
percentage of all further returns. This percentage is substantial, often in the range of 20%
to 30%. For example, an Isle of Jersey based life settlement find eams 20% of all profits
once the investor realizes a 9% annual rate of return. The following table illustrates a

hypothetical example.

Life Settlement Performance éonus

Benus Parameters Amounts
Life setilement Investment $100,0600
Performance bonus hurdle 10%
Performance hurdte amount (life seftlement investment x hurdle rate) $10,000
‘Partormancs Bonus basis {actial fetim ainourt-performancs hurdié amount) 7 $5,00077H
Performance bonus paid to fund manager (bonus basis x bonus rate) T $1,000

Proparad by Conning, Inc. Souree: €2018 Conning, Int.

Portfolio Administration Costs
Having built a portfolio of life settlement policics, the fund manager incurs costs in

monitoring those policies on an on-going basis. This monitoring includes activitics suchas
evaluating the portfolio’s exposure to having too many policies issued from a single
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Appendix—Life Sefilsment Market Structure and Risks

insutance company (which would increase the solvency risk investors face if the insurer
were to become insolvent); maintaining any risk mitigation programs such as hedging or
performance bonds; and tracking projected life expectancy against actual results, Investors
maybcchargedportfolioadminis&aﬁoncostsaseitheraﬂatchargeoraperceﬂtageof
assets. These expenses will average approximately 1% of assets per year.

Surrender Charges _
Many life settlement funds are illiquid, locking in investors until maturity. Others offer
periodic opportunities to withdraw from the fund, albeit after paying a surrender charge;
and some charge nothing, should investors choose to withdraw. The lack of a liquid market
usually limits investors to set periods when they can withdraw from the fund, because net
asset values are not calculated on a daily basis. Those surrender charges often decreases
the longer the investor has been in the fund.

Policy Evaluation Costs

The purchase price of a life policy is based on its evaluation. In some cases, investors rely
on life settlement providers to evaluate the policy. Others perform their own evaluation,
even if a life settlement provider supplies an evaluation.

The investor directly bears the costs of this evaluation for underwriters, actuaries, and
lawyers, if performed by the fund, The costs are indirectly borne if supplied by the provider
inasmuch as the provider’s costs increase its fees:

Policy Management Costs

Once policies are purchased, the fund is responsible for making sure premium payments
are made on time and death benefit claims are processed efficiently. These services are
most often outsourced because many fund managers see a risk control benefit for the
investor, For example, if a third-party trust handles the premium reserve and the payment
of the premiums, there is less likelihood that those reserves would be diverted to other uses.

Trustee Fees

Fees charged by trustees may be based on the numbser of transactions it processes for the
fund during a period and are subject to preset minimum amounts. For example, one fund
tells its investors that the fund is charged:

» Each time a policy is bought or sold
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= Each time a policy matures

= A percentage of all fees levied during the month if the minimum fees do not reach a
minimum level

s Any amount necessary to bring the minimum monthly payment to a target level for
custodian and escrow services

S A

< A s et e W Tt et

* For each bank account opened
= For each premium payment made
= For each premium payment cancellation request

One aspect of this type of pricing is that; because it is transaction based rather than asset
value based, the larger the individual returns on a policy, the lower these costs are on &
percentage basis. This encourages the fund manager to select policics that produce a high
return, and to avoid low face value policies where the same profit margins might be difficult
to achieve.

Life Settlement Provider Costs

Life settlement providers, when acting as originators of life insurance policies for the life
settlement investor, earn a fee for each policy purchased. This fee, often referred to as an
origination fee, is usually stated as a percentage of the policy’s death benefit. The amount
and conditions applicable to the payment of the origination fee are typically a key element
of the origination agreement or master purchase agreement. It is also common for the fees
described in this agreement to include one or more incentive mechanisms, This motivates
the life settlement provider to purchase policies for the investors at the best possible prices.

Life Settlement Broker Costs
Life settlement brokers represent a seller of policies in the market. They are typically paid
a commission deducted from the total cash settlement amount offered by the life settlement
provider for the policy. Brokers may adjust their fees with the individual policyholders
whom they represent. In some instances, several brokers may compete for representation
of the same seller, which will result in lower broker fees. Referral fees also vary depending -
on factors such as varying contractual obligations, market demand for a particular kind of -
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policy or life expectancy category, and individual agreements between clients and their
% referring financial planners. Broker fees are usually not paid when a policy owner
%* ' approaches the provider directly.

B

f Our prior research suggested that a typical current standard would allocate to the financial
? advisor the lesser of 6% of the face amount of the policy or one-third of the increased value
L provided to the policy owner (increased value equals the excess of the settlement offer to

the policyholder over the cash surrender value of the contract.) The following table is a-
hypothetical example of the compensation paid to the life settlement broker.

Life Settlement Broker Compensation lllustration
Compensation

Death Bensfit
| SurenderValie < i
SetttementPayn'narrttoPoﬁcyholder

| 6% of Diath Benstit (a) s ST G0
333%0fExoesso¢SetﬂermntPaynwrtowSmrenderValue(b) T 740826
1 Finaficial Adviser Comperisatioh (Mirimum 8 @ or(b)) ~ ~ 7 7. 7ag% -
memmmamm - t

This compensation will usually be split between the life settlement broker and the life agent
or financial advisor representing the insured, with the broker typically receiving one-third
and two-thirds paid to the agent.

Life Expectancy Risk

Life settlement buyers rely on a small number of medical underwriters who provide life
expectancies. In 2008, the majority of these underwriters revised their methodologies,
resulting in an increase on new lives they were evaluating. They did not revisit prior cases.
Fund managers, however, took the revision as a cue to adjust their portfolios, on the belief
that the life expectancies they used were inaccurate. The changes, reported in the media,
ranged between 4% and 25%.

Increased life expectancy estimates mean that newly acquired assets will produce lower
returns, all else being equal, because of the higher cost-of-ownership. Ultimately, as newer
assets replace maturing asscts, the overall portfolio return decreases. This reduces the
attractiveness of life seitlements in comparison to other investment opportunities.
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In addition, with two life expectancy increases within 4 short period, buyers and investors
were uncertain that there would not be future increases. This reduced their confidence in
the purchase prices and estimated returns they hope to carn.

Portfolio Diversification Risk

Life settlement portfolio managers, like other asset managers, develop an investment
strategy aimed at building what they view as the ideal mix of policies. This mix of policies
could vary by face amount and life expectancy. However, acquiring a portfolio that meets
the investment strategy can take time. This creates two types of diversification risk. First,
the policy may lack a sufficient number of policies to mitigate longevity risk. Second, the
portfolio may be concentrated in terms of illness, exposing the investor to lower returns
due to potential medical advances.

An investor’s inability to acquire enough-policies to fulfill the strategy creates portfolio
Jumpiness. As a result, the portfolio consists of a small number of large policies. This
creates three risks.

Portfolio Diversity in Terms of Number of Policies

More policies ‘in the portfolio reduce the impact of a single policy’s inaccurate life
expectancy on the overall portfolio return. For two portfolios with the same total face
amount, the standard deviation for a pool with 500 lives will be one-tenth of the size of the
standard deviation of a pool with five lives. The accompanying table illustrates this.

The Impact of Life Expectancy Varlation Based on the

Number of Lives
Assumning cach [ife has the same face amount rather than podd of unequal policy sizes
Number of Lives Mean Standard Doviation
b 88 months 83 months

Prepared by Coning, o, Soaios: GB0T6 Conning, 1o,

A portfolio that is lumpy because it consists of a small number of policies is, in effect,
putting its eggs in a single basket. This risk is compounded if the policies vary widely in
their face amounts. For example, if the portfolio of lives shown above had the same face
amount, then the impact on overall portfolio returns of any particular policy exceeding its
life expectancy is equal. However, if the face amounts were unequal, then the policies with
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higher face amounts would have a larger impact on return, and those with smaller face
amounts would have less of an impact.

Analysis conducted by A.M. Best as part of developing their ratings methodology for
securitized life settlement portfolios found that the more lives in the portfolio, the narrower

1990s. That market, aimed primarily at HIV and AIDs patients, focused on insureds with
life expectancies of less than 24 months. The development and widespread use of AZT,
which significantly improved HIV life expectancy, effectively ended the viatical market.

1 the standard deviation of the portfolio’s economic value. As & result, AM. Best
recommended that the collateral pool of life settlement policies supporting a securitization
* should contain at least 300 lives.

[, Portfolio Diversity in Terms of Illness

: Portfolio diversification involves more than just increasing the number of policies in the
§: : portfolio, Life settlements grew out of the viatical settlement market of the early and mid-

The lesson taken from the viatical A.M. Best Disease Diversification

- b 3 1 t
experiences was that a diversified portfolio gﬁ?uoﬁ‘z:;g:e Rgt?nﬂ:men

of life settlements, in terms of the illness saxtmunm Lisnit as
suffered, would provide some degree of risk Paramsters Porcentage of Face Value
reduction against the development of ¢ [Gatgbrvis :
another “miracle cure.” A.M. Best added I:Iemiula*
illness diversification criteria to its analysis m o
on how it might rate life settlement ; N

securitizations. 'waogfwl' il disord _“;f_ o

t
L

In addition to the potential risk of a miracle { Muttiplo disease
cure for a single illness, is the potential that HIV
Preparad by Conning, Ine, Souroe: #2018 AM. Best Company—usexd by
one medical development could affect
multiple related disorders, For example, improvements in Type II diabetes treatment may

improve cardiovascular health through reduction in the insured’s weight.
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Premium Optimization Risk

Premium optimization is the analysis of the credits and debits to a universal life insurance
policy’s account value, as well as any accumulated account value, to determine the
minimum amount of additional premiums necessary to keep the policy in force.
Understanding the emerging risks to premium optimization is crucial to investors seeking
to increase returns and avoid unexpected losses. |

There are three premiums normally associated with universal life insurance policies:

s The minimum premium is the premium that, if paid each year, would generally be
just enough to keep the policy in force for one more year without the accumulation of
any cash value.

» The target premium is generally the amount of premium that will keep the policy in
force for the insured’s lifetime. There is, however, ho guarantee that the universal life
insurance policy will remain in force for that period if only the target premium is paid.

» The maximum premium is the largest permitted premium that will enable the
universal life insurance policy to maintain its character as life insurance. If additional
premiums are paid, the policy will be considered a “Modified Endowment Contract”
and Jose much of the tax advantages of life insurance.

These three premiums allow investors to optimize their premium cash flows, potentially
increasing their investment return.

The accuracy of the calculations used to optimize the premium flows is crucial to avoid
overpayment or underpayment. Overpayment may reduce returns because the excess

© premium may not be recaptured when the death benefit is collected, while underpayment
may result in the policy lapsing, Not surprisingly, some life settlement managers devote
significant resources to the premium optimization process. These resources may be internal
to the fund, or outsourced to service providers.

St —oop e e

{ Ideally, premium optimization occurs in two places. First, it occurs as part of the policy
: valuation process during the initial calculation of an offering price for the policy. The
optimized premium analysis provides the ongoing capital commitment the investor needs
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to make until the policy’s death benefit is paid. As such, it becomes a key factor in
determining the offering price made to the original policyholder.

For life settlement investors, the changing nature of UL’s crediting and debiting factors is
a double-edged sword. It allows them to deconstruct the policy’s charges and more
effectively optimize premiums (compared to whole life insurance or term life insurance).
At the same time, it requires an ongoing commitment to monitor changes in each UL
policy. Having purchased a policy, premium optimization continues to play a role.
Prémium optimization enables the investor to adjust premium payments as changes occur
to credited interest rates and policy charges.

German Secondary Markets for Insurance Products

The primary life settlement market outside the U.S. is Germany. Because capital
availability is crucial to the development of the U.S. life settlement market, it is important
to understand these markets and their appeal to investors. The most important difference
to an investor between the U.S. and German markets is that investors are purchasing
endowments and not life insurance policies.

An endowment policy is a life insurance contract designed to pay a lump sum afler a
specific term (on its “maturity™) or on death. Typical maturities are 10-years, 15-years, or
20-years up to a certain age limit. Some policies also pay out in the case of critical illness.
Policies are typically traditional with-profits or unit-linked (including those with unitized
with-profits funds). The primary distinction between the two types of endowments is the
underlying investments, Unit-linked endowments are similar to varigble annuities in that
the owner can select the endowment’s sub-accounts. Insurers manage the investments of
traditional with-profits endowments.

The owner of an endowment can surrender their policy for an amount determined by the
insurance company based on how long the policy has been in force and the amount paid
into it.

Endowment policies are usually much smaller in value than U.S. life insurance policies.
As a result, investors need to be very efficient in managing the costs of acquisition of
German endowments. Offsetting the lower face, to some extent, is that the endowment has
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a known maturity date. As a result, the investor does not face any longevity risk. However,
they do need to continue making premijum payments until the maturity date.

Endowment and Life Insurance Policy Comparison

Feature Endowment Life Insurance {cash value)
Death Benefit  Cash value plus bonus Facevaluelmgermancashvalue
‘Maturity date ~ Sef at time of purchasa (typically 10 Settoageordeam IR VOR
... yestoyeasfompuchase) L
Purpose Savings
Amourrls Typically under $100 000 _
lnvesimem type Unit-Linked or Insurer General Unit-Linked or Insurar General

Account Account

Prepased by Conning, ke, Souraes: BVZL, (2017), press releases.

For third-party investors in endowment policies, it is important to understand that the
amounts of an endowment are relatively small, compared to U.S. life settlements, The
German life settlement association, BVZL (Bundesverband Vermdgensanlagen im
Zweitmarkt Lebensversicherungen) reports that the average policy size of a German traded
endowment policy was €50,000.
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