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As its name suggests, the series revisits topics previously covered by the
firm that remain relevant today.

This paper revisits a Multiplicity Insights article originally published in Q1
of 2015.

LIFE SETTLEMENTS:
MARKED-TO-MYTH

In 2020, we saw some large life settlement funds suspend their investors’
redemption rights, exposing a significant liquidity mismatch inherent in
these open-ended funds. Some investors are also suspecting inflated
valuations after fund managers stating that policies could only be sold at
massive discount to carrying values.

History does not exactly repeat itself, but it often rhymes. This time mayhe
to the life settlement crisis that started around 2008? We believe it's worth
revisiting our 2015 paper on this subject.

When markets stop functioning

A common feature of illiquid assets is that sellers’ and buyers’ price expec-
tations do not match, with these wide spreads resulting in non-functioning
markets. While there are many reasons for this to happen, often, this is due to
the assets being valued by pricing models using stale or over-optimistic input
values.

Some market participants call this valuation approach ‘mark-to-myth'’. In this
brief note, we discuss why this is the case, particularly for many life settlement

funds.
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The journey of life settlement policies

By way of background, life settlements are existing life insurance policies in the
US that their original policyholders sold to a third-party. Such policies are sold to
life settlement providers because a policyholder, for example, no longer needs
or wants the policy for personal reasons. Another one is because future premi-
um payments become unaffordable. The life settlement providers often sell the
policies on to investors, usually wrapped in specialized investment funds, look-
ing for attractive and uncorrelated investment opportunities. The marketplace
can therefore be characterized as follows.
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Figure 1: Illustrative description of life settlements market; source: Multiplicity Partners

While the primary and secondary markets are in the US, many investors in Eu-
rope have acquired life settlement funds or structured life settlement products.
They might be interested in seeing increased liquidity in the so-called tertiary
life settlement market.

Longevity spoiled the party

As it turned out, many life settlement providers were selling policies with unreal-
istically short life expectancies used in the pricing models.
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The methodology to calculate life
expectancy tables was significantly
revised in 2008.
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Figure 2: Illustrative cash flow profile of life settlement investments; source: Multiplicity Partners

Before the methodology to calculate life expectancy tables was significantly
revised in 2008, many such life settlements were acquired by dedicated life
settlement funds in Europe. They are affected twofold. Firstly, annual premiums
have to be paid for much longer periods than initially expected, and receipt of
the policy face values will occur much later than anticipated, materially eating
into realizable profits. Secondly, making matters worse, investment funds that
lack the liquidity or financing to continue paying premiums risk for the policies
to lapse and may be forced into a fire sale, or even end up insolvent.
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It is time for investors to start pushing
their investment managers to use
independent market-based input data
in their valuation models.
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How market-based data providers
changed valuation practices

In 2013, IFRS 13 accounting standards on ‘Fair Value Measurement’ were intro-
duced, mandating that market-based pricing must be used wherever possible.
Evindently, most life settlement funds or products should mark their books
based on an ‘exit price’.

Many data providers are now able to deliver market-based input values for life
settlement portfolios. There is no reason to hold on to discounted cash flow
models that can justify any valuation, leaving investors at the fund manager’s
will. Fund managers tend to inflate or at least keep valuations inflated, as a)
fees are linked to the fund’s net asset values and b) write-downs seriously affect
the potential for raising new assets.

It is, therefore, time for investors to start pushing their investment managers

to use independent market-based input data in their valuation models. Also, in-
vestors should demand their managers to disclose the ratio of actual/expected
deaths to assess the chosen life expectancy model’s input quality.

Liquidity ahead

Secondary market pricing for many life settlement funds is currently character-
ized by extremely steep discounts to their applied mark-to-myth valuations. As
soon as life settlement funds start using a market-based valuation, we expect
the tertiary market'’s liquidity to pick up substantially. This will allow investors
to exit their investments near the official market valuations, even if that means
crystallizing unrealized losses currently not reflected in the valuation.

Please do not hesitate to contact us if you wish to discuss exit options for your
life settlement investments.

Would you like to receive a quick indicative pricing for your asset? Or share your
views on this article? Please write to Andres today at ah@mpag.com, or call him
at +41 44 500 4555.

Andres Hefti is a Partner at Multiplicity Partners. He is responsible for the firm’s
private market secondary business and has more than 19 years of experience in
alternative investments, distressed investing and portfolio management. Before
joining Multiplicity in 2012, he held various investment roles with the alternative
asset managers Horizon21 and Man/RMF. Andres holds a MSc in Mathematics
from the University of Zurich and is a CFA and CAIA Charterholder.
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LEGAL INFORMATION

This communication is from Multiplicity Partners AG (“MPAG"”) and is for
information purposes only. The information contained in this communicatio
including any attachment or enclosure, is intended only for the person or
entity to which it is addressed and may contain confidential, privileged and/
insider material. Any unauthorized use, review, retransmissions, disseminati
copying or other use of, or taking of any action in reliance upon this informa
by persons or entities other than the intended recipient is prohibited. If you
received this in error, please contactthe sender and delete or shred the mat
immediately. This communication does not and is not intended to constitut
investment advice or an offer or solicitation for the purchase or sale of any
financial instrument or as an official confirmation of any transaction. No pa

of MPAG gives any warranty as to the security, accuracy or completeness of
this communication after it is sent orF,Jinshed. MPAG aceeptsinoresponsiz
bility for changes made to this communication after it was sent or'published..
Any liability for viruses distributed via electronic media is excluded to the fullest
extent permitted by law. Any opinion ex'pressed in this communication may be
personal to the sender and may not necessarily reflect the opinion of MPAG or
any of their respective partners.
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