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Securitization of Life Insurance
Assets and Liabilities

J. David Cummins
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I, Life [ngurance Securitization:
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Why Securitization Creates Yalue
For [ngurers

Why Securitization Creates Yalue
For [nvestors
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_ Traditionally, investing in insurance risks was
possible primarily by buying insurer stocks
I Securitization creates value by creating “pure
play” or primitive securities that are removed
from the usual firm-wide risks facing insurers
~ Enable investors to improve portfolio efficiency

~ To the extent transparency is achieved, costs of
informational asymmetries are reduced

~ Thus, pure costs of securitized risk transfer may
be < cost of capital of an insurer

0% 10% 20% 30% 40% 50%

. ]19%,30%
|

Money Manager

]

2004, 33%

Hedge Fund
Bank
Reinsurer

Primary Insurer




The Geneva Association Etudes et Dossiers no. 317

[[. A Changing Business Model

A Changing Business Model:
Warehousing vs. lutermmediztion
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Traditional [ngurer Vodel:
FislWarchousing and Risl-Bearing

Tnvestment Banle Model:
Figle Tntermediation
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Convergence: Towards [niermediation

III, Life Ingurance Securitizations
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Life [ngurance Securitizationy:
Wotivating Factorg

Life [nsurance Securitizationy:
Wlotivating Factors [l
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Fecent Life [ngurance Securitizations
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Fecent Life [ngurance Securitizations
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Life Ingurance Securitizations: Surricrnary

[V, Mortality and Longevity Bonds
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_I In December 2003, Swiss Re issued the first known
mortality index bond

1 Vita Capital, Ltd., SPV, issued $250 M in mortality
index notes, maturing 1/1/2007

_I Premium = 135 basis points over LIBOR

_I Basket mortality index = weighted average of mortality
in US and 4 European nations

~No cause of death exclusions so covers spikes from any
cause including terrorism, pandemics, and war

_I Option trigger = 130% of 2002 mortality rate

Proceeds
Vita Capital Ltd $400M

Opti
_ 7']’\'2”_ | LIBOR + 135 bps

Debt Investors

Option Payoff % of Mortality Index on

US (70%), UK
(15%), France
(7.5%), Switzerland
(5%), Italy (2.5%)

Principal =

M = 130% of actual deaths in 2002, U = 150%.
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Vita Capital [ Payoft
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Wlortality [ndex Bonds: Yita LI
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Securitizing Longevity Risle
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Premium

Annuity Issuer

i Put Option Payoff % of
: Principal = :

Option

(Max[U-1,0] -
Max[M-1,0])/(U-M)

Swap Counterparty

Fixed Return

Longevity Ltd

LIBOR + x bps

N Debt Investors
Notes

[ Survival Index
on US (40%),
UK (30%),
German (20%),
. Japan (10%) y

Proceeds

$500 M

M = 130% of actual deaths in 2002, U = 150%.
Longeyvity Bond Payolt
Longevity Bond Payort

_I The payoff on the longevity bond would be
structured as a put option spread

_I Option payoff (% of principal) in year t =

I where M = lower strike (50%)
U = (original) upper strike (90%)
U, = upper strike, year t = Min[U,L ]
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Longevity Bond Payoft [

Longevity Bond: Fiarnple
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Longsvity Bond: Bxarnp.

Year Index Payoff
I 100 100*[Max[90-100,0]-Max[50-100,0]/40 =0
2 95 100*[Max[90-95,0]-Max[50-95,0]/40 = 0
3 90 100*[Max[90-90,0]-Max[50-90,0]/40 = 0
4 87 100*[Max[90-87,0]-Max[50-87,0]/40 = 7.5
5 83 100*[Max[87-83,0]-Max[50-83,0]/40 = 10

=
By
©
%
S
x
o
°
£

7 8 9 10 11 12 13 14 15 16 17 18 19 20

Oindex @ Cumulative Payoff (% of Principal)
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3

Lon

LL.

gevity Bond: Other Feature:

@

1 Could be designed as “forward starting,” 1.e.,
option feature would be activated 5 or 10 years
in the future based on index at that time

_1 Could be designed as a “tontine”

_Payoff = % of remaining principal rather than
original principal

~Bond would terminate at some specified future
date rather than being a perpetuity
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The EIB/BLIP Parivag/Partner Fe
Longevity Bond

The BIB Longevity Bond
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Floating £5(t)

Floating €S(t)

Fixed £S5(t)

Fixed £55(t

Fixed £55(t)

Floating £5(t)
SE(t) = expected survival index S(t) = actual survival index

Partner Re

Floating £S(t)

BNP Paribas

index

EIB, rated AAA

BB Longevity Bond: Advantages

_ Enable annuity providers to hedge exposure to
reduced mortality among annuitants

_I Based on a reliable, publicly available survival

_ Investors have direct credit exposure only to
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BIB Longevity Bond: Disadvantages

BIB Longevity Bond: Disadvantages (1

5-22



The Geneva Association Etudes et Dossiers no. 317

BIB Bonds: Lessons to Be Lesarnecd

V. Conclugiong
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_| Securitization can enhance both insurance market
and capital market efficiency by moving assets
and liabilities off-balance sheet

~ Insurance markets

» More efficient to transfer risks to capital markets rather
than “warehouse” risks

,» Insurers concentrate on core competencies — origination
and underwriting
~ Capital markets: More securitized instruments can
improve efficiency of investment portfolios by
providing primitive or “pure play” securities

_I The bulk of life insurance securitizations to date have
had the objective of capitalizing acquisition costs

~ Permit more rapid growth
~ Satisfy regulatory requirements

_I Some significant transactions also have been motivated
by recovery of embedded value

- Some transactions have generated liquidity but not
financing

- Recent reserve funding securitizations provide direct
alternative to reinsurance & have financing features

I Few pure risk securitizations to date
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Conclusions:
Wlortality and Dongevity Bonds

Clonclugions: The Future
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Conclusions: The Future [l
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Pegerve Funding Securitization: Discussion 3
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Pegerve Funding Securitization: Discussion 4

Securitization To Capture
Hruvedded Value
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Hranbedded Value Securitizations
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“Hannoyver Re Style”
Acquisition Cogt Securitization
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Flannover-Style Securitization: Design [

Flannover-Style Securitization:
Corrinerts
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Advantages of Securitizing
Through Peinsurer

Frnvecdded Value Securitization
1ew Barclays Life
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Emerging

Loan Proceeds

Proceeds
£400 M Notes

Dublin Ltd

Surplus
New Barclays Life _ Reinsurance
Reinsurance

Principal & Interest

Swap/Liquidity
Provider

LIBOR Barclays Bank

Loan

Fixed %

Principal
& Interest

Guarantee Financial
Guarantor
AMBAC

block policies

_I Barclays made £357 M subordinated loan to
Gracechurch Life to protect noteholders in
case of deteriorating experience on the closed

_I Purchased credit insurance from AMBAC
_I Notes rated Aaa by Moody’s
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Securitization v, Alternatives
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Life [ngurance Securitizations
Aszzociated With Dernutualizations
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The Prudential Dernutnalization [l

The Prudential Dermutuzalization [
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The Prudential Dermutualization [V

Prudertial Financial: After Pestructuring
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Prudential: Arouncd the Block

The Prudential Securitization:
Clorrirnents
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The Prudential Securitization [l

Why Securitization Creates Yalue
For [ngurer
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Why Securitization Creates Yalue
For [nvestors (I
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Flernents of Securitization
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Wlocdels of L levw Financial Procucts

Tngurance Securitization Vodels
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1 ogn-Aggei-Bacled Structure

Agset-Bacled Security Structire
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Why Use o Special Purpose Yehicle?

costs of 1Ssu

iccounting benefits to sponsor

Aggei-Bacled v, 1 Ton-Asset-Bacled
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Sources of Dermarncd for Securitization

Bfficient Dernand for | Jevw [ngteurments

ce I
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_| Tax motives — minimization of taxes due to
convexity of tax schedules and “loop-holes”

_I Regulatory motives — compliance with regulatory
rules such as reserving and risk-based capital

_I Accounting motives — securitizing life insurer
deferred acquisition expenses to improve
regulatory balance sheets

1 “Cleansing” financial statements prior to entering
the mergers & acquisitions market

Adt TT A, Thaacirem i P
ccent [ite [ngurance Sec

AAAGD L AT

_I Queensgate Innovations
~ First life transaction that contains BBB and
below trances
~ Transfers more risk: 87% of present value of
future cash flows covered by the transaction
~ Previous transactions, e.g., Prudential (US) had
significantly lower loan-to-value ratios
_I The downside — Queensgate in not a “pure
play” in insurance risk but also contains
interest rate risk
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Fecent Life [ngurance Securitizations
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