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1. Executive Summary

With the rapid growth of Life Settlements market, a great number of investment funds are
spring up over the last decade. However, many funds failed to sustain growth and profitability
after two or three years, and many collapsed after the 2008 financial crisis. Considering the
complexity of the Life Settlements market, there are many researches covering a range of
concerns around this market such as the market scale, valuation method, investment return and
risks, fund performance and governance. But no study takes a specific fund company for

example to examine its structure, operation, performance and risks.

EEA Life Settlements Fund is an investigative case study to explore the risks behind the
remarkable returns in early years and identify the reasons leading to the suspension. Basing on
an all-around examination on the Fund’s marketing, valuation, portfolio performance, fee
structure and Corporate Governance, recommendations are made on whether the Fund
structure was flawed and inappropriate as a prudent investment. The specific aims of this case

study are to:

* Sift through all the published information, mathematically assess the NAV pricing
structure, analyse the portfolio performance and fee arrangements.

* Examine the Ernst & Young qualified accounts and their published reasons for resignation.
Analyse the subsequent accounts approved by Grant Thornton.

* Examine the Offering Memoranda and Supplements, the Director’s roles, the risk
disclosures and Corporate Governance of the Company against the GFSC Code of
Corporate Governance in Guernsey.

This independent case study is mainly based on the published data from the Company,
regulators and other relevant organisations. The main analyses include financial analysis,
forensic analysis and comparison of governance structure with industrial and regulatory
standards. Through an all-around examination on the Fund’s marketing, valuation, portfolio
performance, fee structure and Corporate Governance, | believe that the investment in Life
Settlements is highly risky and unsuitable for investors without sufficient knowledge about the

industry.
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2. Conclusion

After analysing the Fund’s marketing and investment strategies, valuation, portfolio
performance, fee structure, liquidity, Corporate Governance and risk disclosure, both benefits
and risks of investing in Life Settlements are discovered. As a type of investment, it is worth
investing considering its uncorrelated nature to other asset classes and the difference between
the Life Settlement Value and the Intrinsic Economic Value of policies. However, the valuation
of a Life Settlements is highly complicated and subject to various assumptions like life
expectancy, mortality rate and discount rate, potentially granting Fund Managers considerable
discretion to manipulate the pricing of investments. Sensitivity analysis shows that life
expectancy is the most sensitive variable to the NAV. Surprisingly, a review of LEs doubles the
life expectancy estimates from 45 months in 2011 to 95 months in 2013 and no policy was

purchased during this period.

Regarding portfolio performance, the return on investment is only a hypothetic figure based on
the valuation method before all policies reach maturity. With the consideration that the
Company has frequently changed its valuation policies and assumptions, the reliability of NAV is
doubtful. Especially the revaluation reversed around $170 million in 2012, making previous
valuations more suspicious. Since the majority of expenses and fees are valuation-based, these
charges are also controversial especially during the suspension period when the Life
Settlements investment was questioned and challenged by regulators and many other

stakeholders.

Liquidity requirement is significant for an Open-ended Fund that provides regular issue and
redemption of shares. In my opinion, the open-ended structure is unsuitable for illiquid assets
like Life Settlements without reliable and acknowledged valuation method. As a result, the
open-ended structure of the Company makes it vulnerable to a deluge of redemption requests
following unexpected adverse news. The collapse of a fund actually shares some characteristics
of Ponzi schemes, and measures were taken to mitigate the liquidity risk such as lock-out

restrictions and redemption gates, which may also harm the investors’ interests.

Finally, founded in a less regulated country, the Corporate Governance of the Fund is poor with
a great number of conflicts of interest. The financial disclosure and communication with
investors are insufficient with few measures taken to protect investors. Even though a wide
range of risks are disclosed in the prospectus and Annual Reports, low risk is widely advertised
as a selling point. The risk warnings seem like a tool for the Manager to minimise litigation risks

instead of a reflection on the Fund’s risk management.
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Overall, | think that the investment in Life Settlements is highly risky and unsuitable for
investors without sufficient knowledge about the industry. Considering the importance of
valuation in the Life Settlements transaction, pricing model should be carefully examined with
independent advisors involved. For the current investors of the Fund, Corporate Governance
and risk management are two essential areas to struggle for improvement. Independence of the
Board of management should be improved with conflicts of interest being handled carefully.
The structure and operation of the Company as an Open-ended Fund should be re-examined.
And investors need to join forces with regulators and industrial trade groups to monitor the

development of Life Settlements market and reduce investment risks accordingly.
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3. Introduction

3.1 EEA Life Settlements Fund

Founded in 2005/06, EEA Life Settlements Fund PCC Limited (“EEA LSF” / the Company) is an
Open-end Protected Cell Company domiciled in Guernsey and authorised as a Class B Collective
Investment Scheme by the Guernsey Financial Services Commission (GFSC). The Group structure

is illustrated in Figure 1.

Figure 1. Group Structure of EEA Life Settlements Fund

Fund PCC Limited
(the "Company")

|

EEA Life Settlement
Holdings Limited

EEA Life Settlements ‘

» Euro X Cell  » Euro Dist Cell = Euro Acc Cell » Euro Y Cell

1 » Dollar X Cell eDollarDist Cell « Dollar I Cell = Dollar Acc Cell
‘ » SEK X Cell » Sterling X Cell  SterlingDist Cell » Sterling Acc Cell

< » MeteorCell = MeteorliCell » WAY Cell
EEA Life Settlemnts EEA Life Settlemnts
Master Fund Limited Master Fund Il Limited
("Master Fund") ("Master Fund I1")

EEA Life Settlement Inc.
(registered in Delaware)

Invested life policies

Note: The 2014 restructuring added a further fifteen “Run-off” Cells and closed two of the previous
{now “Continuing™ Cells)

The Company invests only in life policies from US policyholders where the insurance market is
more developed and regulated. The Company provides investors with flexible offers in terms of
currencies (USD, GBP, Euro, and SEK), monthly dealing, investment level, and redemption
options. To facilitate and complete the investment and dealing process, there are a range of

organisations and partners involved (see Appendix 1).
The main product features promoted by EEA LSF are:

* Low risk and strong, consistent returns (targeted at 9-10% p.a. with a benchmark of 8%
p.a.);

* Low volatility and uncorrelated to other asset classes;
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* Secure and highly reputable partners in a Guernsey regulated structure (listed on the
Channel Islands Stock Exchange “CISX”).

Since the Company launched the first two Life Settlements Funds named “Dollar X Cell” and
“Euro X Cell” in November 2005, the number of cells continued to grow as well as the total Net
Assets Value (NAV) until 2011 when it became the largest Life Settlements Fund in the world
(see Figure 2). As at the latest reporting date (31 December 2013), the Company’s net assets
attributable to holders of management and participating shares amounted to $790.5 million
with 517 remaining policies (from of a historical total of 926 policies) at an aggregate
outstanding Maturity Value of more than $1.2 billion (from of a historical total of more than

$1.8 billion).

Figure 2. Net Assets Value of EEA Life Settlements Fund (Jun 2007 ¢ Dec 2013)
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3.2 Dealing Suspension in November 2011

On 28 November 2011, the UK Financial Services Authority (FSA) raised concerns about the

Traded Life Policy Investments (TLPIs), and described them as “high risk, toxic products”. The

FSA announcement compared TLPIs with Ponzi schemes: d LY &2YS Y2RSf axX @AStRA
to previous investors, whichcan2 yt @ 0SS adza Gl AySR 0@ dzaAy3a ySg Ay
Ay STFSOU WOo2NNRsaAQ FNRBY AdaSt¥T yR GKSNBT2NB
t2yT A a0KSYSdé¢

The “Proposed guidance on Traded Life Policy Investments (TLPIs)” (“Guidance”, Ref. GC11/28)
issued by FSA comments: 4 ¢ KS& S LINRP RdzO(Ga | N8B O2YLX SE YR KA3K
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and opaque product structures, high risk and low liquidity, and being offshore-based.

These comments were based on the FSA’s consultation work that was conducted during 2011
and finished in January 2012. The timing of the Guidance which was ahead of the consultation
closing date was controversial because this inflammatory announcement panicked investors
and led to the suspension of some Life Settlements Funds (including EEA LSF) because investors

rushed to redeem their investments.

Unable to cope with the sudden surge of redemption requests, EEA LSF declared (on 30
November 2011) an immediate suspension of the all trading activities including valuation, issue,
sale, purchase, redemption or conversion of shares of each class. The suspension continued
until the end of 2013 when the restructuring was approved by GFSC and became effective on 1

January 2014.

Following the suspension was the eventual resignation of the Company’s auditor - Ernst &
Young after its heavily qualified reports on the 2011 accounts that was eventually published in
June 2013. A detailed analysis on the qualified matters may contribute to the forensic and risk

analysis and will be dealt with in the later sections.

3.3 The 2014 Restructuring

The restructuring of EEA LSF offers two options for investors: “Continuing Shares” for those who
wish to maintain their currently held investments; and “Run-off Shares” with periodic
redemptions as cash proceeds are received on the maturity of policies. The features of these
two options are summarised as follows.

Figure 3. EEA Restructuring Option Features

Features Continuing Cells Run-Off Cells

23-month lockout period (to Nov 2015)
with discretionary 5% redemption at Dec
2014. Quarterly basis thereafter, with 95
Redemption day notice period, and liable to an anti-
dilution levy. All redemptions are subject

Automatic six-monthly redemption
payments, subject to the availability of
adequate cash balances within the Run-

off Cells

to availability of adequate cash reserves

within the Continuing Cells.
New investment Yes No

] Redemptions will continue to be treated |Redemptions will continue to be treated

Possible tax charge . . . .

as Capital Gains / Losses as Capital Gains / Losses
Percentage 41.93% of shares 58.07% of shares
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After the investors approved the restructuring proposal and elected their options, there were
concerns about whether the Company has sufficient available cash to pay ongoing premiums
and expenses, make redemption payments to Run-off shares and serve other obligations.
Responding to these concerns, the Company promised to provide investors with improved
commentaries on portfolio performance and cash flow status on a monthly and quarterly basis.
Besides the share structure, the Company also appointed two new non-executive Directors in

April 2014 to improve the independence and transparency of the Board.

3.4 Scope of the Case Study

Having gained a basic understanding about the Company’s structure, products, development
and performance since foundation, and some major events that happened recently, there are

several areas worth discussing at both company and industrial levels.

Firstly, with the serious accusation of “Ponzi like” characteristics from the FSA about Life
Settlements Funds, it is worth exploring whether the performance of the EEA LSF is, in fact, in
line with the advertised characteristics and whether the full risks of investment were properly
disclosed. Secondly, regarding the 2011 suspension, there are concerns about the Company’s
liquidity in terms of being able to satisfy a material volume of redemption requests, which might
even put the issue of being a “going concern” on the table. Even after the restructuring, liquidity

is still crucial to meet various payments obligations and the expectations of investors.

Meanwhile, the Company’s fee structure and Corporate Governance record were controversial,
especially when $55 million of fees and charges was paid during the 2011 suspension year. As
for the Company’s management structure, three of the original four Directors had conflicted
interests in terms of valuation based performance fees, management charges and other
administration expenses. Further, the roles that external regulators, independent advisors and
auditors played (or failed to play) in this situation would promote a better understanding about

investor protection (or lack of).

Overall, EEA Life Settlements Fund is an investigative case study to explore the risks behind the
remarkable returns in early years and identify the reasons leading to the suspension. And basing
on an all-around examination on the Fund’s marketing, valuation, portfolio performance, fee
structure and Corporate Governance, recommendations are made on whether the Fund is
worthy of investment and suggestions are given regarding to investor protection. This
independent case study on EEA LLSF is mainly based on the published data from the Company,

regulators and other relevant organisations. Financial analysis, forensic analysis and governance
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structure are examined and compared with industrial and regulatory standards before a

comprehensive conclusion is drawn.

The remainder of this paper is structured as follows. Section 4 introduces the background
information about the Life Settlements industry. Main findings and discussions about the EEA
LSF are illustrated in Section 5. In Section 6, | summarise the professional and academic findings
and debates around the industry to support the Company analyses from a broad range of
aspects including potential market scale, pricing method, risks and returns, fund structure and
performance, governance and disclosure and so on. At last, Section 7 discusses the source and
availability of data, where additional information about the analysis methodology is displayed as

well.

11/65



4. Life Settlements Industry

4.1 The History and Rise of Life Settlements

A life settlement refers to the sale of an existing life policy to a third party where the
policyholder could sell his or her policy for more than the policy’s cash surrender value. The
buyer pays the remaining premiums and benefits from the maturity payment on the eventual
death of the insured. There are various reasons that a policy owner might sell his or her life

policy, including:

* the policyholder may want to purchase another policy;

* premiums are no longer affordable;

* the owner may have a pressing need for cash or capital; or

* no dependants would benefit from the proceeds after the death.

Life Settlements seemingly provide a win-win solution for both policyholders who no longer

need their policies and buyers looking for diversified and alternative investment opportunities.

Originated in the US, life settlements became popular in the 1980s when massive life policy
holders were AIDS victims facing expensive medical bills and short life expectancies (Insure.com,
2009). However, because of medical advancements, the life expectancy for AIDS sufferers was
prolonged, making life settlements investments less predictable and profitable. Thus, the
market shifted its focus from AIDS victims to patients with advanced disease and old people on
the verge of death. At the same time, the US laws regarding viaticals were changed to enable
more policyholders to sell their life policies. At the same time, the US laws and regulations were
evolved to monitor the transactions of life settlements and with more and more players like
investment banks and brokers involved in this emerging market, it has become big business and
a financial products innovation that has attracted wide attention and research from investors,

regulators, policy companies and academics.

At present, the most influential organisations in the industry include: (1) Life Insurance
Settlement Association of America (LISA) founded in 1995, is the first non-profit trade group and
the nation’s largest organization with a current membership of over 100 companies (LISA, 2014).
(2) National Association of Insurance Commissioners (NAIC) and National Conference of
Insurance Legislators (NCOIL) are two main regulatory associations that provide guidance in the
industry development. The main events and regulations associated with Life Settlements and

viaticals industry are summarised in Appendix 2.
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4.2 The Design and Operation of Life Settlements

The main participants of a Life Settlements transaction (see Figure 4) consist of providers,
brokers, investors, Life Expectancy Providers (LEPs), life insurance companies, and so on. Life
Settlements Providers (LSPs) pay the policyholder a cash sum greater than the cash surrender
value (CSV) of the policy. A Life Settlements broker usually finds policies from holders who
would like to evaluate options to cash out, and then offers these policies to providers or
investment companies that will further contact investors interested in these secondary life
policies. The investors, occasionally the same as providers, are effectively the ultimate funder of
the Life Settlements transactions under the agreement with the LSPs. While the providers are
experienced in the analysis and valuation of targeted policies, they need to work with
independent advisors like actuaries and physicians that are specialised in estimating the life

expectancy (LE) of the insureds.

Figure 4. Main Participants of Life Settlements Transactions

Investors

Due diligence ‘ Steady stream of
investigation investment capital

ﬁ Providers

Life Expectancy ‘ Sufficient and appropriate
Providers (LEPs) product pool

h Brokers ﬁ

Suggest best possible life Life Insurance
settlement offers Agents

Policyholders A

Besides the main parties mentioned above, banks and insurance companies also engage in the
Life Settlements market to utilise their advantages in sourcing potential clients and investors.
Because of the complexity of the Life Settlements transactions, there are a variety of regulations
and policies to monitor the specific operation in terms of required documentation, trade

duration, reference pricing, and so on.

4.3 The Annual Volume of Trade and Market Size

According to Arthur D. Postal (2014), the annual Life Settlements volume and market size are
summarised in Figure 5. The annual trading volume continued to grow from around $2 billion in
2002 to $12.2 billion by 2007, then after the 2008 financial crisis the volume of trade declined
gradually back to $1.26 billion in 2012. Conning Research & Consulting (“Conning”) predicted

the figure to reach $21 billion by the end of 2017. Accompanying the slowdown of market
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growth is the decreasing ratio of in-force Life Settlements to accumulated volume of trade from

95% in 2002 to 59.3% in 2012, indicating the reduced activity of the market.

Figure 5. Annual Life Settlements Volume and Market Size
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Source: Arthur D. Postal, 2014.
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5. Main Results and Discussion

5.1 Investment Strategy and Market Misconception

In order to identify the suitability of Life Settlements as an investment, the Company’s
marketing and investment strategies are evaluated and features of the Fund are compared to

Ponzi schemes in response to the FSA’s “Ponzi like” characterisation.

According to the annual reports from December 2009 to 2013, the Company indicates the
potential of the Life Settlements industry on the basis that “the insurance market in the United
States is estimated by several research groups to be in excess of USS21 trillion with over US$1
trillion of policies lapsing without value to the policyholders annually”, and “the policies
purchased by the Life Settlement industry are estimated to be approximately USS$12 billion
annually (Annual Report of December 2009, AR-12/09. 2010-2013: US$10 billion)”.

However, according to Figure 5, the actual traded volume of Life Settlements has declined
significantly since 2008, and the figure in 2012 is only $1.26 billion, which is far less than the $10
billion mentioned above. Additionally, the scope of the U.S. insurance market is unclear, which
might include many other types of insurances besides the targeted individual life insurances.
The real relevant life insurance market is around USS$11 trillion with just over $100 billion
potentially suitable for purchase (see Section 6.1). Thus, the descriptions in the EEA annual
reports and promotional brochures are either misleading or not noteworthy without proofs and

explanations.

In addition to the uncertain market scale, the effectiveness of selecting policies and strategies of
constructing and managing the portfolio is fundamental to the success of Life Settlements Fund
as an investment vehicle. Appendix 3 summaries the investment restrictions taken by the
Company to mitigate risks and develop diversified portfolios. These investment criteria cover
many sector risks such as availability risk, contestability risk, regulatory risk, portfolio risk, and
longevity risk (see Section 6.5). Measures to increase diversification include restrictions on the
proportion of investments associated with the same illness or a single insurance company (<20%
of the total face value) and limitations on the Face Value of a single policy (<3.5% of the total
Face Value). After examining the Company’s Portfolio Statistics from September 2010 to
December 2013, | find that the strategies of diversification are well accomplished regarding the

distribution of illnesses, States of issue, and estimated LE range.

All the life policies purchased since the foundation of the Company are issued by more than 80

insurers (see Figure 6), indicating a strong capability of sourcing Life Settlements. It is worth
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mentioning that five among the 80 insurers provide around 50% of total Face Values and
account for more than 30% of the number of outstanding policies from 2011 to 2013 (see Figure
7). Further, the well-balanced portfolio structure is demonstrated by following the 80-20 rule,
where the top 20% of insurers make up 80% of total Net Death Benefits. Similarly, the top eight
types of illnesses suffered by the insureds (see Figure 8) are very consistent across the years and

are the source of nearly 50% of all policies.

Figure 6. The Numbers of Remaining Policies and Insurers
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Figure 7. EEA Top Five Insurers of the Policies

No. of Policies | Net Asset(Smil) | No. of Policies | Net Asset($mil) [ No. of Policies | Net Asset($mil)
Insurance Company
31 Dec 2013 31 Dec 2013 31 Dec 2012 31 Dec 2012 31 Dec 2011 31 Dec 2011
American General Life 47 9% 146 12% 51 9% 153 11% 60 9% 100 10%
AXA 20 4% 102 8% 22 4% 117 8% 22 3% 71 7%
John Hancock 53 10% 220 17% 59 10% 229 16% 61 9% 133| 14%
Lincoln National 28 5% 117 9% 34 6% 150 11% 41 6% 87 9%
Transamerica 28 5% 66 5% 31 5% 68 5% 38 6% 64 7%
Total 176 34% 651 51% 197 33% 717 51% 222 33% 455 | 47%

Figure 8. EEA Top Eight llinesses of the Insureds

. Investment Percentage
Disease Type
2013.12 | 2012.12 | 2011.12 | 2010.09
Coronary Atherosclerosis 11% 12% 11% 10%
CAD 8% 8% 8% 9%
Congestive Heart Failure 6% 6% 5% 5%
Multiple Myeloma 6% 5% 5% 5%
Hypertension 5% 4% 4% 3%
Breast Cancer 4% 4% 4% 4%
Colon Cancer 4% 1% 1% 4%
Lung Cancer 3% 4% 4% 4%
Total 47% 47% 46% 45%

Regarding maturity performance, the gross margin is within the range of 32% to 43% since the
year 2008/09 with an overall average of 37% (see Figure 9). The figure is quite close to the level

of 40% indicated in other sample Life Settlements transactions illustrated by Deloitte &
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Connecticut (2005). Basically, Life Settlements can be profitable as long as transaction costs and
operating expenses are within an appropriate and controllable range. However, a wide range of
expenses and fees are incurred with many third-party partners (see Appendix 1) involved in the
Fund operation. Because all expenses have a different charge basis, they cannot be allocated to

specific policies. Thus, the real profit of a purchased policy is incalculable.

Figure 9. Profitability of Matured Policies

2006/07 | 2007/08 | 2008/09 | 2H2009 2010 2011 2012 2013 Cum

12 Mths | 12 Mths | 12 Mths 6 Mths 12 Mths | 12 Mths | 12 Mths | 12 Mths Total
Proceeds from Maturity 6,279 12,586 66,629 32,861 91,461| 156,434 124,479 129,794 620,523
Costs of Investments matured (4,567) (9,204)] (40,644) (21,495) (56,807)| (89,356)| (85,164)| (82,680)((389,917)
Net Income from Maturities 1,712 3,382 25,985 11,366 34,654 67,078 39,315 47,114 | 230,606
Gross margin of matured policies 27% 27% 39% 35% 38% 43% 32% 36% 37%

In order to examine the “Ponzi like” FSA comments, we first need to understand what a Ponzi
scheme is. According to SEC, a Ponzi scheme refers to an investment fraud that utilises funds
from new investors to pay existing investors the purported return. The Ponzi scheme tends to
collapse when it suffers liquidity constrains due to a shortage of new investors or a large
number of requests to cash redeem, especially of valuations have been exaggerated or
manipulated along the way. Common characteristics of Ponzi schemes summarised by SEC
include “high investment returns with little or no risk, overly consistent returns, unregistered
investments, unlicensed sellers, secretive and/or complex strategies, issues with paperwork,

difficulty receiving payments”.

Certain of characteristics are observed in the EEA situation, such as advertised “low risk and
strong, consistent returns” (see Appendix 4), liquidity issues following suddenly increased
redemption requests, benefited investors who redeemed early and issues with paperwork in
terms of inconsistent accounting policies, insufficient disclosure on important financial

information and even a severely qualified annual report for 2011.

However, the Company does not exhibit other characteristics of Ponzi schemes. For instance,
the Fund has sufficient legal documents to run the business no matter whether the Life
Settlements market is sufficiently monitored. Besides, there is no apparent "roll over"
investment promoted by the Company as a typical Ponzi scheme does. Further, in response to
the qualification issues in financial disclosure, improvements are seen, whether the information
is reliable or not. Most importantly, 44% of total policies purchased have reached maturity and
net death benefits were received no matter whether the claimed return has been achieved.

Overall, the “Ponzi like” accusation is more like a warning to both investors and Fund Managers
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to establish and review mechanisms to guard against the various industrial risks. However, the
earlier weaknesses / failings harmed the interests of the remaining investors through the

unearned valuation based charges and redemption returns.

5.2 Changes in Valuation Method and Its Impact

5.2.1 Inconsistent valuation policies

Inconsistencies and changes in valuation methods applied in each year have been observed in
the Annual Reports. In the Annual Report of June 2008 (AR-06/08), the valuation of investments
is “calculated on a discounted cash flow basis using the estimated future cash flows of each
policy to the expected maturity date of the policies”, and the discount rate applied is “an
appropriate risk-free rate of 5% per annum”. This oversimplified description of the valuation
method has not revealed the underlying assumptions and detailed procedures regarding the

determination of expected life expectancies, applied mortality tables and cash flow patterns.

Regarding the life expectancy estimates, the Company conservatively adds a twelve month
reserve to the average of the estimates. However, twelve month’s reserve lack of evidence
under the condition that one month in excess of the estimate plus the twelve month reserve
might result in an additional month’s premium of $870,000 (AR-06/08, Note 18) while the net
profit in 2008 is only $1,671,118. Moreover, compared with the Company’s targeted return of 9-
10% p.a., the discount rate of 5% seems too low and leads to a significant risk of overvaluation
of the investment assets, which are claimed to be “not regulated by the rules of any stock
exchange”. Overall, the pricing method seems to be a deterministic approach, which ignores the
distribution of life expectancy and makes oversimplified estimates to determine the Fair Value

of investments.

In 2009, the valuation method was changed to “an actuarial basis using a reasonable discount
rate in relation to policies purchased within the portfolio and in relation to typical rates
observed on trades performed in the market in 2008 and 2009” (AR-12/09). Though the pricing
method seems to have improved to a pseudo-actuarial basis, it is still questionable to use the
past two years’ discount rates to estimate the discount rate for future cash flows, since there is
no guarantee that the current return on investment can be sustained especially in an emerging
market full of uncertainties. Furthermore, the current ROI is also dubious with obscure
calculation processes and lack of factual proofs because few policies had actually reached

maturity at that time.
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Since June 2013, while the Fund was still suspended and the (delayed) 2011 Annual Report was
published, a more advanced valuation approach is in effect (reflecting “partly the emerging
experience in the Fund”). Following a “Mortality Review” of LEs by a third party LEP in mid-2013,
the new method calculates two basis values — a Zero Credibility Valuation and a Full Credibility
Valuation, and then the Directors “attribute a relative credibility to each valuation determined
by reference to industry guidance and practice on credibility as applied to the circumstances of

the Fund” (AR-12/12).

Zero credibility valuation assumes the estimated LEs to be the precise date of death, and
discounts cash flows with an observed rate in the secondary or tertiary market for trading life
insurance policies in 2011 and more specifically, with a high risk basis of 19% p.a. in 2012 and
2013. As a deterministic approach, zero credibility valuation is similar to the valuation methods

applied in previous years.

Full credibility valuation uses “an industry standard actuarial methodology where the estimated
LE was considered to be the mean date of death and a distribution of deaths was implied by this
estimated LE”. This valuation is a probabilistic approach using the published mortality tables to
produce a probability distribution for the date of death. With relatively high credible LEs, a
lower discount rate was used by “taking the residual mortality risk as broadly equivalent to the
credit risk on junk bonds” (AR-12/12). In practice, the discount rate is comprised of a basic rate
referring to the Bank of America Merrill Lynch US High Yield Index plus an illiquidity premium of
1.5%, and the disclosed discount rates for 2012 and 2013 are 8.25% and 8% respectively. The

credibility weights for both valuations are allocated as follows:

2011 2012 2013
Zero credibility valuation 72% 51% 39%
Full credibility valuation 28% 49% 61%

This is effectively a transition (in progress) from a deterministic valuation approach to a more
probabilistic approach, which is the more commonly used valuation method in the actuarial and
Life Settlements sectors. While this transition indicates an increase in credibility of the valuation
of NAVs, the huge amount of devaluation booked in 2012 infers inflations in the NAV growth,

fee arrangements and share redemption prices in the previous years.

On the one hand, disclosures on pricing and valuation method are gradually improving with
more valuation procedures and assumptions described and explained. The more recent
valuation approaches are increasingly sophisticated and well-founded. On the other hand, the

inconsistencies of the calculation basis and valuation assumptions make it difficult to compare
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the asset values and Company performance over the past few years. Further, with more
information disclosed on a wide range of assumptions (including but not limited to the LEs,
discount rate, credibility of discounted cash flow), a careful examination is needed on the risk

profile of the Company.

Sensitivity analyses in the Annual Reports of the Company show that changes in estimated LEs
have the most significant impacts on the NAV (see Figure 10), and a two-year extension /
reduction in the life expectancy can decrease / increase the NAV by more than 40%. On the
other hand, comparing a wide range of discount rates used in calculating the NAV from 8% to

19%, a 1% change in sensitivity analysis seems insufficient and so does the credibility of the

DCFs.
Figure 10. EEA Sensitivity Analysis with Adjusted Assumptions
2008/09 2H2009 2010 2011 2012 2013
USS000 Variance US$S000 Variance US$S000 Variance US$000 Variance US$000 Variance US$000 Variance
Valuation Basis 335,011 - 501,677 - 751,855 - 871,495 - 693,093 - 684,956 -
Discount rate +1% 327,404 -2% 489,614 -2% 736,453 -2% 853,682 -2% 672,646 -3% 666,324 -3%
Discount rate -1% 342,981 2% 514,329 3% 767,957 2% 892,842 2% 715,157 3% 704,644 3%
LE +1 year 251,129 -25% 378,396 -25% 576,609 -23% 663,029 -24% 574,966 -17% 533,842 -22%
LE +2 year 184,052 -45% 278,884 -44% 432,768 -42% 482,637 -45% 472,507 -32% 401,833 -41%
LE -2 year 496,991 48% 762,064 52% 1,102,691 47% 1,170,808 34% 979,421 41% 964,244 41%
LE -1 year 421,101 26% 635,619 27% 934,304 24% 1,042,410 20% 827,982 19% 842,363 23%
DCF basis +5% credibility 883,707 1% 693,503 0% 674,625 -2%
DCF basis -5% credibility 859,284 -1% 692,683 0% 695,287 2%
Valuation Sensitivity to Life Expectancy Estimates
USs$'000
1,400,000
1,200,000
1,000,000
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5.2.2 Evaluation of a sample Life Settlements

In order to understand how the underlying assumptions affect the value of a Life Settlements, |
have conducted sensitivity analysis based on a sample provided by an independent Company.
According to the policy specification and other available documents, features of this policy are

categorised into two groups and base assumptions are made to uncertain variables including life
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expectancy and the discount rate. For simplification purpose, premiums are presumably paid

annually and DCF is calculated with the deterministic approach. A financial model for calculating

NPV of this Life Settlements is constructed as follows.

Figure 11. Financial Model for a Sample Life Settlements

Known inputs Value Uncertain inputs Base value
Age of insured at sale @Jul-12 88 Life expectancy 5.00
Death benefit $5,000,000 Discount rate 13%
Initial purchase price $1,145,000

Year 1 premium $420,000

Annual premium $555,972

Discounted cash flows calculations

Age 88 89 90 91 92
Year 1 2 3 4 5
Revenue S0 S0 S0 SO $5,000,000
Premium $420,000 $555,972 $555,972 $555,972 SO
Cash flow ($420,000) ($555,972) ($555,972) (8555,972)  $5,000,000
Outputs

NPV $981,065

NPV - Initial purchase price (5163,935)

The result of sensitivity analysis based on the following distribution of parameters is shown in

Figure 21. Among the variables, LE is most sensitive to the NPV of Life Settlements investment,

and only one year extension in the base value more than halves the NPV. Most importantly, LEs

provided by different providers vary widely with a range longer than one year as shown below.

Further analysis on the break-even of NPV and initial purchase price shows that Internal Rate of

Return (IRR) varies from 6% to 20% when LE changes from 6 years to 4 years. Additionally, the

wide range of discount rates used by the Company makes the NPV fluctuate significantly.

Overall, the value of an investment in Life Settlements is quite sensitive to all these assumptions

with high uncertainties.

No table of figures entries found.
Parameters of distributions
Uncertain inputs Base value Parameter 1 Parameter 2 Parameter 3 Note

5.00
13%

Life expectancy
Discount rate

4.42
5%

5.25
13%

6.00
19%

LEs provided by three different LEPs
Risk-free rate and assumed industry ROls
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5.2.3 Dealing price of shares

Besides the NAV valuation, the dealing price of shares is critical for investors to make
investment decisions. Generally, the purchase and redemption price of an Open-end Fund is
worked out based on the NAV of unit fund plus / minus offer / bid spread imposed by the fund.
The Company claims that the calculation of dealing price differs from the NAV in terms of
amortisation of marketing expenses and accrual of distributions. However, there is no detailed
information on how the Company calculates the dealing price. A comparison of NAV in accounts
and share NAV (see Figure 13) presents a 4 — 8% variance from 2008 to 2013. The differences
may be unremarkable or reasonable, but still need to be clarified to investors especially under
the situation that the Company implicitly associates the Fund performance with the growth of

NAV per share (see Appendix 4).

Figure 13. Accounts NAV versus Share NAV
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5.3 Financial Analyses on Performance, Expense and Liquidity

The performance of Life Settlements portfolios is mainly depicted by the return on investment,
growth of the NAV and portfolio structures (also see Section 6.4). In view of the subjectivity of
expected IRR and the limitation of actual experience on matured policies, the NAV, which is

exposed to the valuation risks, is considered as a commonly used performance measurement.

5.3.1 Impacts of revaluation on the NAV calculation

According to Figure 2, the NAV of EEA LSF continued to increase until the 2011 suspension. The
devaluation of around 12% during the suspension is mainly caused by the reverse of
approximately $170 million after the review of investments in mid-2013, which was then carried

back into the 2011 and 2012 accounts.

To identify the effect of the revaluation on the Fair Value of investments, | extract the originally
booked values of the investments (excluding the “unrealised gains / losses on revaluation of
investments” in each year), and compare the unadjusted figures with Fair Values at end of year.
From Figure 14, we can see that the difference between the revised Fair Value and the
unadjusted value is increasingly large from 2007/08 (5%) to 2011 (24%) before it goes back to
the level of 2007/08 after the revaluation in 2013. A breakdown of the net income also shows
the importance of revaluation gains to the profitability of the Company. As shown in Figure 15,
even though the net income from matured policies increased year by year, doubtful unrealised

gains account for 50% - 70% of the total net income during the years 2007/08 to 2011.

There are many other concerns regarding the revaluation gains before 2012. As discussed in
Section 5.2, in 2009, the reference discount rate used in the valuation changed from a 5% risk-
free rate to an industry standard rate, which was believed to be higher than the 8% p.a.
benchmark, and a projected rate of return in 2008 was disclosed to be over 17.7% p.a.
Theoretically, the increase of discount rate will lead to a negative adjustment on the asset value,
but no specific adjustment is notified in the Annual Report. One possible explanation is that the

LEs might have been reduced in the revaluation.
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Figure 14. Comparison of EEA Fair Value with / without Revaluation Effects
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=Fair Value at end of year 29,823 119,700 335,011 501,677 751,855 871,495 693,093 684,956
= FV exclude revaluation gains 28,864 113,646 299,270 444,503 615,560 660,075 651,377 641,741
= Difference 959 6,054 35,741 57,174 136,295 211,420 41,716 43,215
Variance 3% 5% 11% 11% 18% 24% 6% 6%
Figure 15. Composition of EEA Net Income
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12 Mths | 12 Mths | 12 Mths 6 Mths 12 Mths | 12 Mths | 12 Mths | 12 Mths Total
Total Net (Loss) Income 2,594 8,701 56,413 32,871 114,113 142,590((130,237) 48,769| 275,814
-Income from Maturities 66% 39% 46% 35% 30% 47% -30%) 97% 84%
-Income from Revaluation 29% 59% 53% 65% 69% 53% 130%) 3% 16%)
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However, with less than 15% of the total policies purchased having reached maturity by the end
of 2009 (which might represent small probability events), no sufficient evidence could support a
reduction in the LEs. Similar problems exist in the following years’ revaluation. And a thorough
review of LEs conducted in 2013 shows that the average LE of outstanding policies (56% of the
total policies purchased) is 95 months, significantly higher than the previous estimations of
around 45 months (see Figure 16). Most importantly, the unreasonable changes in valuation
policies, unreliable NAV pricing and adverse mortality experience since 2011 are also the main

reasons for Ernst & Young to qualify the 2011 account.

Figure 16. Features of Matured and Outstanding Policies

2006/07 | 2007/08 | 2008/09 | 2H2009 2010 2011 2012 2013

12 Mths | 12 Mths | 12 Mths 6 Mths 12 Mths | 12 Mths | 12 Mths | 12 Mths
Remaining policies 0 196 431 566 679 674 588 517
Matured Policies 9 14 44 22 69 92 83 71
Policies exceed LE 0 0 0 0 0 259 n/a n/a
Cum Matured Policies 9 23 67 89 158 250 333 404
Cum Policies Purchased 220 220 498 656 837 926 921 921
% of Cum Policies Purchased 10% 13% 14% 19% 27% 36% 44%
% of Cum Face Value 8% 11% 10% 12% 18% 25% 32%
Actual maturity / LE 61% 47% 48% 53% 58% 71% 76%
% of purchased policies exceed LE 28%
SZEE?S: LE at purchase for outstanding 38 433 444 45.4 45 47 94.9

5.3.2 Expense and fee analysis

Basically, expenses can be divided into four types — Valuation Based Fees, “Connected” Charges,
Expenses Paid to Partners and Other Operating Expenses. A detailed breakdown of each type
and the calculation bases are displayed in Appendix 5. As shown in Figure 17 and Figure 18,
Valuation Based Expenses (VBEs) are the major category among all types of expenses and
therefore the total expenses mainly follow the trend of the NAVs. The VBE proportion keeps
growing from 50% in 2007/08 to 89% in 2013 with an average of 76%. Further, the average
VBE/NAV Ratio since the foundation of the Company is 3%, and the ratio reached a peak of 5%

in 2011 (see Figure 19). The ratios raise several questions for the fee charges.

Firstly, the highest VBE/NAV of 5% happened in 2011 (2010: 3%), when the NAV enjoyed a
minor decrease (2%) with a similar number of outstanding policies compared to the figure in
2010 (2010: 679, 2011: 674). Moreover, in the 2011 Annual Report the Company first disclosed
that 259 (or 38%) of outstanding policies were past their projected life expectancy (87 of the
policies were more than 12 months past), representing more than 20% of the total Net Death
Benefit of policies purchased. Normally, the prolonged LE would cause a reduction in the NAV,
thus negatively affecting the VBE. These facts make it hard to justify the opposite increase in the

VBE/NAV ratio for 2011.
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Figure 17. Trend of EEA Annual Expenses from 2007/08 to 2013
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Figure 18. Proportion of Different Types of EEA Expenses from 2007/08 to 2013
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Figure 19. Ratio of EEA Valuation Based Expenses (VBE) to the NAV
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Secondly, according to the calculation formula, the performance fee is 75% x NAV x (ROI-8%),
and management and administration fees together are 1.6% x NAV (ignoring the minimum limit

of administration fee for simplification).
Thus the projected VBE/NAV ratio = 75% x (ROl - 8%) + 1.6% = 75% x ROI - 4.4%

In order to achieve 5% VBE/NAV ratio, the projected ROl is 12.53%. However, considering the
significant impact of revaluation on the Fair Value of investments, this seemingly decent
annualised ROI is not well-founded. Again, taking the Fair Values of investments in 2010 and
2011 for example (these two years have similar asset scales as discussed earlier), statistics
displayed in Figure 12 show that revaluation effect almost doubles the growth of Fair Value of

investments from 7% to 16%.

Thirdly, even during the suspension period, the Company, controversially, still recorded 2% of
NAV as VBE. In 2011 there was a significant imbalance between the subscription and
redemption of participating shares, and a remarkable devaluation of $170 million was recorded
in 2012. The interests of the remaining shareholders appear to be irreparably damaged in

comparison with those who redeemed before the suspension at the end of 2011.

Overall, with consideration of the abnormal features of expenses and fees listed above, further
questions are proposed on whether these expenses are reasonable based on the existing
calculation method, or to put it another way, whether the design of the calculation bases have

potentially incentivised the management of the Company to overvalue the NAV.

5.3.3 Liquidity analysis

Liquidity is crucial to the operation of the Fund (also see Section 6.5.3). From Figure 20, we can
see that net cash flows are affected by two major activities — investing and financing activities.
Investing activities include the purchase of policies and investment in foreign exchange forward
contract. Though the amount is not significant, the effects of foreign exchange are mainly
negative and fluctuated, because shares are traded in four currencies (US dollar, Euro, Sterling,
and SEK) while the Company only invests in the U.S. policies. Financing activities mainly consist
of subscription and redemption of participating shares (see Figure 21). Before the FSA’s “Ponzi
like” characterisation announced in 2011, the Company’s issuing amount of shares outweighed
the redemption amount, providing sufficient funds for the Company to invest in new policies

and also to attract new investors.
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Figure 20. EEA Annual Net Cash Flows by Category and Cash Balances
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The cash outflow arising from the investing activities is mainly compensated by the cash inflow
generated through financing activities, and positive net cash flows were recorded since
inception to 2010. However, the cash flow situation worsened since 2011 when negative
financing cash flows were recorded. During the suspension period in 2012 to 2013, the cash
reserves mainly came from the investing activities in the form of receiving proceeds from the
maturing policies. In these circumstances, the cash reserve is unstable since maturity date of
policies is unpredictable and any potential disposal price of policies may be unreasonably low at
short notice in an illiquid market. Thus, the Company might fail to pay the ongoing premiums

and maintain a normal operation.

To mitigate liquidity risk, the Company takes actions such as limiting borrowings to less than 10%
of the NAV, the reserved right of suspension, lock-out restrictions and redemption gates

proposed in the restructuring agreements. However, concerns are also raised that financing
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through investors is relatively unstable and less regulated compared with debt financing. Also,
the Company lacks a stable and adequate portion of liquid assets like a cash reserve account as
suggested by A. Braun et. al. (2012). And whether the measures that the Company adopts to

protect itself indeed harm the interests of investors need to be carefully examined.

5.4 Corporate Governance and Development

There is no code of Corporate Governance in Guernsey until September 2011, when the Finance
Sector Code of Corporate Governance (“the Code”) was issued by GFSC. The Code applies to
companies authorised as collective investment schemes such as EEA LSF. The main principles

embodied in the Code include

* the responsibility and effectiveness of Board of Directors for directing and supervising
business affairs;

* good standards of business conducts, integrity and ethical behaviour of Directors;

* formal and transparent arrangements and presentations for financial reporting and
internal control monitoring;

* suitable oversight of risk management and a sound system of risk measurement and
control;

* timely and balanced disclosure to shareholders and regulators;
* fairly structured remuneration arrangements;
* and satisfactory communication with investors.

5.4.1 Structure, responsibility and behaviour of the management

The main Directors of EEA LSF since inception are listed in Figure 22. The disclosed annual
reports show that the Company has only three Directors before 2012 without independent
Directors. Improvements are only seen after the 2011 suspension with one added in 2012 and
two independent Directors engaged in 2014 only after the number of non-executive Directors is

clearly stipulated by the Code.
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Figure 22. EEA Directors and Their Related Roles

Name Position Appointed date Other related roles No. of shares held

M A Colton |Chairman Since Mar 2009 n/a n/a

D Sadek Director Inception - Mar 2009 n/a n/a

C Daly Director Since Inception CFO (2009 -2010) / Managing Director (2011-now) of n/a
ViaSource, the Investment Adviser

AJ Simpson [Director Since Inception Director of IAG, the compnay's Administrator, Secretary [772 (2009), 1337 (2010),
and Registrar 726 (2011-now)

S A Shaw Director Since Mar 2012 Chairman and principal shareholder of EEA Fund n/a
Management Limited

D Jeffreys Director Since Apr 2014 n/a n/a

S Burnett Director Since Apr 2014 n/a n/a

Since the Company has no employees and all the business activities are delegated to the Fund
Manager, Administrator and various partner organisations (see Appendix 1), significant
concerns on the due diligence and independence of Directors are raised. For example, two main
Directors — C Daly, S Shaw and A J Simpson have important roles in the Company’s Fund
Manager and two major partners that are responsible for almost all major operating activities
including sourcing, following up and settling policies, valuation of investment, issue and
redemption of shares, and so on. Considering the complexity of Life Settlements transactions, it
is unclear how four Directors among which three are ultitaskers could discharge their duties to
investors with appropriate transparency and integrity. Further, conflicts of interest are
unavoidable while new Directors are appointed by the existing Board and have the power to
decide the payments of services (and their own fees) without external supervision or investor

agreement at the General Meetings of the Company.

Another noticeable fact is the movement of A J Simpson’s shareholdings. As the only Directors
holding shares in the Fund, A J Simpson dramatically increased her investments and quickly
redeemed in 2010 when the NAV reaches its historic peak and just before the suspension of the
Fund. lronically, the risk warnings stated in the Offering Memoranda advocate that

“Investments in the Cells should be considered as medium to long term investments”.

5.4.2 Transparency of financial reporting and investor communication

Regarding financial disclosure, many issues and inconsistencies have been discussed in previous
sections. Overall, the Company performs badly on disclosing core financial information including
but not limited to the valuation method and underlying assumptions, periodic review of major
valuation fundamentals, pricing of dealing price, calculation method of return on investment,
and so on. Since the portfolio’s performance can be easily manipulated with the use of
unrealistic mortality expectations or assumed IRRs, as Darwin M. Bayston et. al. (2010)

mentioned, “Any unwillingness of a manager to discuss and disclose terminal value pricing

30/65



assumptions should be cause for concern.” And an extremely disappointing and disturbing fact
to investors is that the Company is consistently reluctant to provide basic information and

comment on adverse news and events.

Most strikingly, the 2011 Annual Report was published one year late in June 2013 and was
severely qualified by Ernst & Young, who subsequently resigned for professional reasons and
was replaced by Grant Thornton in August 2013. The Company also failed to properly explain
the reasons for the delayed accounts or comment on the auditor’s resignation. Major issues
raised by Ernst & Young were also related to the valuation method, the credibility of
assumptions on LEs and discount rate, observed life extension of many insureds, and a lack of
evidence concerning changes to the valuation factors for policy or NAV calculations during the
year. These alarming findings are consistent with my analyses and examinations conducted so

far.

5.4.3 Remuneration and fee arrangements

The arrangement of remuneration and fees is also critical because the majority of expenses are
valuation based and paid to the Manager, Investment Advisor and Administrator who are
directly or indirectly related to the Directors, who also control the many subjective and
discretionary factors that go into the valuation models. As described in Section 5.3, the
performance and management fees are not well-justified especially during the suspension
period. Moreover, no official documents explain how to determine the calculation bases of fees,
and the Company lacks a formal voting or approval process where independent parties or
investors are involved regarding major management decisions and the remuneration or fee
arrangements. In order to align the interests of Directors, Fund Manager and investors, some
measures suggested can be taken such as soundly based hurdle rates, high water marks, risk-
adjusted performance fees, and requiring the Directors and Managers to invest in the Fund with

a lockup period (see Section 6.6).

5.4.4 Risk management and disclosure

Various types of risks are associated with the Life Settlements sector (see Section 6.5). Not only
do the Fund Managers need to identify, evaluate, and effectively manage these risks, but
investors and their advisors should also understand the risks before investing. The GSFC Code of

Corporate Governance defines the Company’s responsibility of risk management.

Firstly, many promotional documents of the Fund highlight the feature of “low risk and strong,

consistent returns”, and emphasise the large scale of this untapped market. But these
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descriptions are not objective and comprehensive as discussed in Section 5.1 and 5.3. The FSA
“Ponzi-like” characterisation further reinforces the high potential risk. Also, the so-called “low
risk” is contradictory with the huge amount of risk disclosures in the Annual Reports and

prospectus.

The Annual Reports describe a large number of risks together with their potential impacts e.g.
longevity risk, risk discount rate, market risk, foreign currency risk, interest rate risk, credit risk
and liquidity risk. While the Company has estimated the effects of longevity and discount rate
risk via sensitivity analysis as mentioned in Section 5.2, the relevance and tested fluctuations of
valuation fundamentals are not always significant. Further, many risks are unrecorded in
relation to the availability, contestability and fraud of policies, regulation and taxation, and

other operating risks arising from connected and partner organisations.

In contrast, eighteen types of risks are illustrated in the Offering Memorandum, covering almost
all aspects of the risks mentioned earlier. However, the risks are just randomly listed and not
well-organised. For instance, some similar and interrelated risks are not categorised such as
“Changes in taxation” and “US Federal and State tax risks”, “Hedging risk” and “Currency
fluctuation risk”, and “Investment risk”, “Cell risk” and “Concentration risk”. Secondly, the
explanation of risks is descriptive with few, if any, countermeasures provided. Most importantly,
the Manager has not evaluated the significance of the different types of risks and put themin a
more readable order. It seems as though these risk warnings are just put there by the Manager
to minimise litigation risks if the Fund was to underperform and be sued by investors or their

advisors for damages.

Overall, besides the recent recruitment of two independent Directors, the development of the
Company’s governance relies on a transparent and sound system of financial reporting, a formal
and balanced mechanism of decision making, and timely and open communications with
investors. From the Company’s reaction to the adverse news in relation to the FSA’s “Ponzi-like”
characterisation and subsequent redemption requests, the Directors’ attitude towards risks is
quite reactive instead of proactive. Therefore, it is also pressing to establish a sound system of
risk management with effective contingency plans to safeguard against unforeseeable

disruptions and damages.
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6. Literature Review

So far, a variety of researches have proposed numerous valuable findings and debates in this
emerging and evolving Life Settlements industry, and the main investigated areas include
potential market scale, pricing method, risks and returns, regulations, fund structure and

performance and Corporate Governance.

6.1 Underlying Market Scale

As shown in Figure 22, the Life Settlements market experienced significant growth and decline
within a decade. However, although the annual trading volume declines, the total amount of life
settlements in force maintains around $35 billion since 2009. The future of the industry,
estimated to shrink further by Conning, is unpredictable. Many professionals and scholars alike

have examined the reasons for the sudden expansion of market size and investment.

The growth of the Life Settlements market might be explained by its niche positioning in the
financial services marketplace, providing innovative solutions for both investors and
policyholders. Undoubtedly, Life Settlements introduce a secondary market for life insurance
and improve the liquidity of insurance contracts, potentially benefiting policyholders with a
higher resale price compared to the cash surrender values offered by the insurance companies.
The empirical research conducted by Afonso V. Janudrio et. al. (2013) reports that the reselling

of life policies under investigation created a four times greater surrender value.

From the investor’s perspective, this perceived uncorrelated asset class is isolated from equity
market volatility and could diversify the portfolio of investments. Thus, a wide range of
investment capitals including closed-end funds, bonds, certificates, private equity funds, hedge
funds and investment banks rushed into this market first from Germany and the UK then from

Europe, Asia, Australia and South America (Seitel, C. L., 2006).

Many people regard Life Settlements as optimistic and attractive investments with the
additional factor that a large potential seller base was not aware that their life insurance
policies can be resold. Doherty, N. A. & Singer, H. J. (2003) estimated the potential market for
Life Settlements to be as large as $100 billion. A Sanford Bernstein report issued in 2005
forecasted the Life Settlements market to grow to $160 billion within several years. Darwin M.
Bayston et. al. (2010) mentioned the expected growth in the senior population and the

increasing financial demands of retirees as two possible drivers of the market expansion.

Based on the annual face values of individual life insurance in force and surrender rates in the

US collated from the American Council of Life Insurers (ACLI), | have calculated the surrender
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values of individual life insurance policies (see Figure 23). Even though the results have justified

the $100 billion estimation, there are still many open questions.

Figure 23. Volume of Individual Life Insurance in the U.S.
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As shown above, the surrender rate of life insurance is between 1% and 2% of the face amount
in force with an overall down trend. Thus, compared to the relatively stable life insurance
market, the Life Settlements market would be more limited and volatile. Another warning sign is
that in the record year of Life Settlements trading of 2007 and 2008, the trading volume still
only accounted for less than 10% of potential market estimation (around $12 billion trading
volume versus the $150 billion estimation in Figure 24). With sufficient supporting funds during

that period, the situation seems hard to justify. Some possible explanations might be:

* only a small portion of life insurance policies subject to surrender is suitable for reselling;
* policyholders are generally reluctant to sell their policies.

Figure 24. Estimated Surrender Value of Individual Life Insurance in the U.S.
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Most Life Settlement firms believe that less than 20% of cases under consideration are likely to
be settled (Seitel, C. L., 2006). Deloitte Consulting LLP and The University of Connecticut
(“Deloitte & Connecticut”, 2005) summarise the characteristics of life policies for the Life

Settlements industry as

*  “face value greater than $100,000 and usually over $250,000”,

* “senior citizens over age 65” with life expectancies “greater than 2 years and as high as
12-15 years”.

Though most agree on the insured’s attained age suitable for Life Settlements, Moody's Report
(2006) considers that the industry rule of thumb on a policy’s face amount is at least $750,000.
Arthur D. Postal (2014) commented that “the market was larger than it should have been in
2006, 2007 and 2008”, and “the market grew larger than the fundamentals justified.” Due to
the complexity of the transactions and the restrictive criteria regarding the insureds’ residence,
age and health condition, the real market is not as active as expected. Whatever the underlying
reason, it is possible that the market potential has been deliberately exaggerated and

overestimated by brokers and others looking to profit from its expansion.

6.2 Pricing Method

In order to quantify the economics of a Life Settlements transaction, we need to understand the

different terms of value associated with the life policy:

* Cash Surrender Value (CSV), an amount that an insurance company will pay to the
policyholder when the policy is terminated before its maturity. This amount is just the
savings component of most life policies and net of any surrender charges and other
relevant expenditures.

* Life Settlements Value (LSV), dealing price offered by the providers.

* Intrinsic Economic Value (IEV), the present value of the cash flows of policy held till
maturity with the consideration of premium costs, policy benefits, the insured’s life
expectancy / mortality, and expected rate of return on investment. In practice, the final
amount offered to the policyholder will also deduct the provider expenses, taxes, and
other operating costs.

Basically the pricing of Life Settlements is the application of the discounted future cash flow
(DCF) method, and the “Fair Value” is the net present value of all expected cash inflows (death
benefit on maturity) and outflows (future premium payments and other transaction costs and

expenses). Darwin M. Bayston et. al. (2010) define the Intrinsic Economic Value of a policy with

following formula:
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T: the time in years to maturity of the policy (when the insured dies),
8¥0the greatest integer less than or equal to T,

F: the “Face Value” of the policy (the maturity value to be paid by the insurer when the
insured event occurs),

I': the required discount rate or IRR, and
N i Qfiort=0to T: the stream of premium payments for the policy.

Since the premiums and death benefit are provided by the issuing carrier, and IRR is a
predetermined factor, the most uncertain variable involved in the pricing is the insured’s life

expectancy.

6.2.1 Life expectancy calculation

Because of the various conditions of policyholders, the flexible structure of life policies and
confidential agreements among the relevant parties, the life expectancy of a typical life policy is
difficult to estimate and usually estimated by the policy underwriting staff with professional and
product expertise. When life policies are repurchased in the Life Settlements market, life
expectancy will be reassessed and determined by Life Expectancy Providers (LEPs). According to
Parankirinathan, K. et. al. (2012), LEPs usually determine the medical underwriting rating of a
Life Settlement based on a proprietary mortality table that they treat as standard and then
make adjustments with the consideration of initial issue underwriting results, updated medical

records and their own experiences.

Dan Zollars et al. (2003) suggest three basic methods to pricing Life Settlements: deterministic,
probabilistic and stochastic simulation. The deterministic method utilise the mean life
expectancy or more conservatively assumes a life expectancy estimate beyond the mean life
expectancy. Therefore, one of the great disadvantages of this method is ignoring the
distribution of life expectancy. Darwin M. Bayston et. al. (2010) believe this method is
significantly flawed because people with longer LE could cause significantly greater premiums
and delay the payback of death benefit. Furthermore, deterministic valuation may ignore the
cost of capital, thus leading to an undervalued future premium liabilities and a lower actual ROI

compared with priced ROI.
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Probabilistic Valuation introduces mortality rates based on the insured’s risk characteristics and
mean life expectancy. Compared with the deterministic method, the probabilistic approach
mitigates the distribution problem in estimating life expectancy with the direct use of a
mortality table and mortality multiple (Mohoric, E. & Kinney, R. O., 2008). Darwin M. Bayston et.
al. (2010) mention two sources of underwriting errors stemming from choosing an
inappropriate base table and misjudging the health impairments. Further, this approach may
utilise overly-aggressive life expectancies and mask tail risks when mortality assumption is not

appropriate.

The stochastic method could price Life Settlements contracts, determine expenses allocations
and structure funding through a collection of portfolio trials to estimate the date of death. The
results are typically shown in ranges and confidence limits, so this method is more sophisticated
in terms of disclosing risk patterns. However, it is the most complex approach and requires

accurate and reliable mortality assumptions and premiums to develop distribution of returns.

One recent study conducted by Sarah Affolter et. al (2014) reports that a majority of Fund
Managers seem to overvalue their assets and discretely use low model inputs for LEs and
discount rates. Another striking finding is that two largest US medical underwriters — 21%
Services and AVS — are inclined to issue shorter LEs compared to the market averages, and both

of them were appointed by EEA LSF before 2013.

6.2.2 Mortality assumption

In practice, the calculation of life expectancy reports (LERs) depends on actuarial models using
published or proprietary mortality (life) tables based on data supplied by contributing life
insurance carriers and relative risk tables (RR Tables) that separate insured lives into various
underwriting categories based on the health / morbidity of the insured at the time the policy
was issued. With the use the survival curve, expected cash flows can be determined and then

discounted to derive the purchase price for the policy.

Because the validity and reliability of life expectancy estimates heavily depend on the accuracy
of mortality assumptions, it is important to understand the evolution of the base table and RR
table. These tables are normally provided by industrial authorities like the Society of Actuaries
(SOA) based on their periodical studies. Popular tables used by the life policy industry include
“the 1975-80 Basic Tables (75-80 Table)”, “the 1985-90 Basic Tables (85-90 Table)”, “2001
Valuation Basic Table (2001 VBT)”, and “2008 Valuation Basic Table (2008 VBT)". Although many

references are provided, the practices vary between different companies. According to the SOA
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Mortality Table Construction Survey Report (June 2007), almost half (42%) of respondents used
75-80 Table instead of the latest 2001 VBT (33%) at the survey time. 2001 VBT is believed to be
much steeper compared to 75-80 Table (Katy Curry, 2006). However, the predominant table
used by the Life Settlements industry is 2001 VBT (Mohoric, E. & Kinney, R. O., 2008), which
contains more data about seniors and has rates up to attained age 120. The latest 2008 VBT
reflects longer life expectancies than that of 2001 VBT. A more recent study on the mortality
table development conducted by Society of Actuaries and American Academy of Actuaries in
2013 shows that the Actual / Expected Mortality Ratios (A/E Ratio) for the issue age 60 - 69 and
80 - 89 are 95.1% and 61.6% respectively (expected basis: 2008 VBT), indicating a potentially
longer life expectancy for old people in the upcoming 2014 VBT. Since the average current
insureds of EEA LSF are in their 80s, LEs are probably underestimated considering the

disappointing A/E Ratio.

One of the most questioned practices in applying these mortality tables in the Life Settlements
industry is the steepness of the mortality curve. Teresa R. Winer (2009) questioned the
rationality of most commonly used mortality tables, and commented that mortality
assumptions at older ages are often set too high even based on the most conservative 75-80
Table, in order to make the policies look more attractive to the buyer. Mohoric, E. & Kinney, R.
0. (2008) considered that Life Settlements mortality might not follow the trend in insured lives
of the life insurance industry, because the policies in a Life Settlements portfolio are basically
impaired lives. If the mortality multiplier has been added to the basic table, the mortality curve

should be less steep for impaired lives.

Furthermore, without credible older-age mortality data and tables customised for the Life
Settlements industry, LEPs would freely modify their medical underwriting assumptions
(Parankirinathan, K. et. al., 2012). According to the following diagram of 2008 VBT mortality
curves with increased mortality rates, the gap between 100% mortality to 350% could be as
large as 50% at the age of 80. Darwin M. Bayston et. al. (2010) suggest that with the increasing
number (over 100,000) of lives underwritten since early 2000’s and thousands of observed
maturities, LEPs could abandon the use of Relative Risk Tables and directly draw on the

experience of a cohort with similar characteristics.
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Figure 25. 2008 VBT Mortality Curves with Increased Mortality Rates
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Although there is no complete disclosure of the underwriting processes and assumptions used
by LEPs, the increase in life expectancy in 2008 VBT is generally considered to be one of the
major reasons for the downturn of the Life Settlements market since 2008. The values of Life
Settlements portfolios dramatically reduced, and some decreased by more than 30%
(Parankirinathan, K. et. al., 2012). The sudden shrinkage of the asset values of Life Settlements
has made many investors and banks suffer heavy losses. On the other hand, the American
Council of Life Insurers (ACLI) associates the decline of Life Settlements market with the

decreasing number of large, premium-financed policies (Arthur D. Postal, 2014).

6.3 Profitability and Transaction Cost

After discussing the overestimated market potential and complex assumptions of pricing Life
Settlements with possible pitfalls, | examine the profitability of Life Settlements and check the
associated transaction cost. Despite the immediate cash return much higher than the surrender

value, the wisdom of selling a life policy has been questioned.

Deloitte & Connecticut (2005) conducted a comprehensive actuarial analysis of the Life
Settlements industry to explore the gap between the Life Settlements Value (LSV) and the
Intrinsic Economic Value (IEV). The actuarial valuation and probabilistic analysis of selected
samples show that the IEV / LSV ratio ranges from 113% to 165% and the realised IEV when the
policyholder dies will probably exceed the LSV. They also compared the yield of maintaining the
life insurance policy with impaired life expectancy with other investment options like small /
large stocks, long-term bonds and treasury bills, and the result shows that a life insurance
contract is the highest yielding asset. Thus, unless the policyholder has immediate liquidity

needs without any other alternatives (like borrowing funds, taking a policy loan or seeking
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supports from the beneficiary or trustee), the policy should be preserved until maturity. Katt, P.
C. (2008) estimates that around 95% of potential life policy sellers should retain them, and
suggests that the policyholder should retain the policy at least until it is near termination,
because the value of policy would increase dramatically when it is closer to maturity. However,
in the marketing practices of the Life Settlements industry, there are few companies mentioning
the option of preserving the policy intact and asking the policyholders whether they have

immediate cash needs that might be met by other means.

A more impressive empirical analysis of Deloitte & Connecticut (2005) shows that the gap
between LSV and IEV due to the transaction costs ranges from 50% to 67% of a policy’s
economic value, which is significantly higher than that of any other asset type (see Figure 26). A
sample distribution of transaction costs is shown in Figure 27, and some expenses involved in a
transaction include broker’s commissions (4 - 8% of face amount), selling commissions (5 - 10%
of gross proceeds), provider’s origination fees (5% of gross proceeds), manager’s and servicer’s
fees (5% of gross proceeds), etc. In an example illustrated by Katt, P. C. (2008), the agent

commission fees are as high as 17% of LSV.

Figure 26. Comparison of Asset Transaction Costs

Asset Type Transaction Cost (%)
Stocks 0.01% - 1%

Bonds 1% - 2%

Mutual Funds 0% —5%

Gold 3% —-5%

Residential Real Estate 4% — 8%

Art 10% — 15%

Life Settlements 50% —67%

Source: Deloitte & Connecticut (2005).

Figure 27. A Sample Distribution of Life Settlements Transaction Costs
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Source: Deloitte & Connecticut (2005).
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6.4 Investment Return, Performance and Diversification

With the knowledge of valuations of Life Settlements and obscure calculation processes of LEPs,
one would not be surprised that the returns are reported in an inconsistent manner and lack a
common standard of disclosure, because different estimations on life expectancy can derive
widely differing IRR’s and only time will tell whether the actual returns meet the expectations
(Darwin M. Bayston et. al., 2010). And the case could become more complicated when the

returns are evaluated on a portfolio basis.

As an uncorrelated asset class, returns from investing in Life Settlements portfolios were
projected to range from 8% to 15% (Seitel, C. L., 2006). Afonso V. Januario et. al. (2013) find
that the average expected cost weighted IRR of their sampled group of 9,002 policies sold
between 2001 and 2011 in the US is 12.5% per annum, and the figure ranges from a high of 18.9%
in 2001 to a low of 11% in 2005, 2006 and 2007. Their research also shows that the expected
return has grown back to 18.3% in 2011. However, the optimistic average IRR of 12.5% would
significantly decrease to 9%, 6.1% and 3.2% when LE estimates are extended by 12, 24 and 36
months respectively. Mohoric, E. & Kinney, R. O. (2008) test the values of Life Settlements
portfolios under many different mortality scenarios, and find that the expected IRR of 10% could
reduce to 8.2% when 1% mortality improvement per year is assumed. If the actual LE was 10%

or 20% longer than expected, an initial 10% IRR would decrease to 7.6% or 5.5% respectively.

Besides the valuation variables mentioned above, the opaque transaction cost is another barrier
to figure out the actual return for investors. While Doherty, N. A. & Singer, H. J. (2003) consider
Life Settlements as “one of several life insurance innovations through which companies that
develop innovative actuarial analyses have been able to glean profits through their superior
ability to assess mortality and other risks”, Katt, P. C. (2008) comments that this statement is
“complete nonsense” and argues that many buyers are actually intermediaries who enjoy the
hidden fees and commissions and leave institutional and individual investors to bear “the brunt
of exaggerated investment yield claims”. Braun, A. et. al. (2012) question the diligence level of
Life Settlements Providers (LSPs) with regard to the fact that their prepaid fees usually depend
on number and volume of policies instead of long-term investment performance. To illustrate,
in order to increase the chance of winning bids, LSPs may purposely choose medical
underwriters that issue aggressive life expectancy estimates to lower the offer price. After that,
they can resell these policies to the Fund and make the final investors bear the risk of misstated

life expectancy estimates. Similarly, in the case of EEA LSF, it is the remaining investors who
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absorb additional costs for the inflated portfolio performances and fee charges based on

discretionary valuation variables.

To compare the performance of Life Settlements Funds with that of other asset classes, Braun,
A. et. al. (2012) establish a custom index — “Life Settlement Fund Index” of 17 equally-weighted
Open-end Life Settlements Funds from December 2003 to June 2010 with 79 monthly returns,
and compare it to 6 selected broad indexes including S&P 500, FTSE U.S. Government Bond
Index, DJ U.S. Corporate Bond Index, HFRI Fund Weighted Composite Index, S&P/ Case-Shiller
Home Price Index, S&P GSCI, and S&P Listed Private Equity Index. The results (see Figure 28)
show that Life Settlements investments generate relatively respectable returns with low
volatility and only suffered a moderate downturn during the financial crisis period compared to
all the other asset classes. However, their analysis on return distribution indicates “a long and

III

heavy left tail” for Life Settlements Funds.

Figure 28. Life Settlements in Comparison to Other Asset Classes (Dec 2003 ¢ Jun 2010)
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Further investigation on the performance of individual funds conducted by Braun, A. et. al.
(2012) (see Figure 29) shows that although the overall growth in value of Life Settlements Funds
is impressive, there are some exceptions that suffered significant declines in some comparable
periods. These sudden collapses, which may be related to the downward trend of the overall
Life Settlements market since 2008, led to a substantial write-down of assets and suspension or
termination of some funds. Some industry experts attribute the drawdown to the introduction
of 2008 VBT as mentioned in Section 6.2, and another possible factor is a liquidity shortage in
the wake of the financial crisis. The situation was exacerbated by the bankruptcy of Lehman

Brothers and the AIG bail-out with a lack of investor confidence and excessive redemption
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requests. Thus, it is worth remembering that the analysis of Braun, A. et. al. (2012) may suffer
from survivorship / upward bias (failed data excluded from the sample base) and illiquidity bias

(lack of regularly quoted market prices).

Figure 29. Individual Life Settlements Funds in Comparison (Jan 2007 ¢ Jun 2010)
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In terms of diversification, most empirical researchers have justified the Life Settlements’
feature of being uncorrelated with other asset classes. Dorr, D.C. (2008) applies the extension of
the efficient frontier model to Life Settlements and concludes that the introduction of Life
Settlements reduces the portfolio risk and improves the returns. Braun, A. et. al. (2012) conduct
correlation analysis between Life Settlements Funds and the other indexes as mentioned earlier,
and find that Life Settlements Funds “offer excellent diversification qualities”. Davd, N. B. et. al.
(2013) also find a significant negative correlation between the Life Settlements Funds and other
fixed-income and equity funds, and suggest that “Life Settlements Funds are an appropriate

financial instrument to achieve greater diversification”.

6.5 Industry Risks

Taking into account market background, valuation, performance, and operation, we can see

many different types of risks associated with Life Settlements Funds (see Figure 30).
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Figure 30. Key Risk Factors for a Life Settlements Fund
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6.5.1 Valuation risk

Valuation is at the core of a Life Settlements transaction. A solid, accurate and transparent
pricing process makes the market more efficient and underpins the confidence of participants.
However, as illustrated in Section 6.2, a variety of assumptions are made with little oversight

when determining the NAV of a Life Settlements Fund.

First, the key factor of pricing calculation is the insured’s Life Expectancy (LE), a variable that
people will never know until the insured’s death. To better estimate LE, many other
assumptions are introduced such as mortality rate, relative risk and risk distribution. On the one
hand, these assumptions help quantify the variables (e.g. age, gender, smoke / non-smoke,
health / morbidity) to determine a more reliable LE estimate. On the other hand, extensive
assumptions combined with at least three different pricing models - Deterministic, Probabilistic
and Stochastic Simulation, would significantly increase the risk of wrongly estimating LE. Perera,
N., and B. Reeves (2006) attribute the mispricing risk of a life policy to two types of errors -

model errors and mis-estimated life expectancy.

Second, the discount rate used to calculate the net present value of expected future cash flow is
usually the internal rate of return the LSPs aim to achieve through the investment, and might be
a function of cost of capital (Dan Zollars et. al., 2003). Even worse, sometimes the IRR is
determined by the pre-supposed net present value of future cash flow with a manipulated life
expectancy. The great number of participants (see Figure 4) from different interest groups
involved in a Life Settlements transaction definitely increases the valuation risk, and the

proprietary valuation methods could only make matters worse and unknown to the investors.
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Braun, A. et. al. (2012) consider valuation risk is the most severe risk factor associated with Life
Settlements Funds and they compare two valuation approaches suggested by the Financial
Accounting Standards Board (FASB) in 2006 — the Investment Method and the Fair Value
Method. In the Investment Method, the initial recognition of a purchased policy in the books of
a Fund is based on the purchase price plus initial transaction costs, and further costs such as
premium payments will be capitalised when they occur. Gains can only be recognised when the
policy is resold or at maturity. However, impairment tests should be conducted on a regular
basis to recognise potential losses in the event that updated information indicates that the
future policy proceeds cannot cover the projected future cash outflows. The Fair Value Method
is used for assets whose carrying value is based on mark-to-market valuations, and it commonly
applies to a market that is well organized, reasonably transparent and relatively liquid. With
regards to the illiquid nature of Life Settlements market, a mark-to-model based Investment
Method seems more practicable. However, today the Fair Value measurement governed by

FASB ASC 820-10 and IFRS 13 is becoming more popular (Sarah Affolter et. al, 2014).

In an empirical analysis on the performance of Open-end Life Settlements Funds, Braun, A. et. al.
(2012) also explore the relation between the Fund performance and the applied valuation
method, and suggest that the almost linear growth trends of the observed Funds (see Figure 28)
are probably a by-product of the accounting-oriented valuation methodology implied by the
Investment Method. They believe the application of the Fair Value Method would probably lead
to a more volatile return curve, and warn that this method might induce Fund managers to
frequently change their valuation estimations to smooth returns or re-value Fund shares at
reduced prices when extensive redemptions are required by investors (Braun, A. et. al., 2012).
Furthermore, valuation risk could be one plausible explanation for the sudden collapses of
certain funds since 2008 (see Figure 29). These findings make the linear growth of EEA LSF
suspicious because the Fair Value measurement is applied with constantly changing valuation

assumptions.

6.5.2 Longevity risk

According to Perera, N. et. al. (2006), longevity risk can be viewed as a systemic risk that the
insureds live longer than originally expected. The extended life expectancy would significantly
reduce the value of a Life Settlements Fund and diminish the investment returns because more
periods of premiums have to be paid and the eventual payment of the maturity benefit is
delayed. The consequences would be even more serious if longevity risk occurs in a systematic

form, that is, the life expectancies in the entire portfolio are simultaneously prolonged.
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Longevity risk might originate from the inherent inaccuracy of mortality tables. Even though
these base tables are updated periodically, the records so far indicate an increasingly longer life

expectancy for all groups of people as discussed in Section 6.2.2.

Another challenge is the relative lack of records and experiences in the LE estimates specifically
for senior groups and impaired lives, thus the gap between the observed actual mortality and
the expected figure might be significant as shown in the A/E Mortality Ratio for 80 -89 as low as
61.6%.

Longevity risk is also associated with medical advancement. For instance, a significant discovery
of a cure, an improvement in disease management and reduced medical costs for certain
treatments could affect the life expectancy estimates, thereby adversely reducing the

profitability of Life Settlements.

Longevity risk would also come from unethical behaviours of medical underwriters who want to
steadily expend their influence in the market (Braun, A. et. al., 2012) and agents who want to
increase the attractiveness of a Life Settlements and deliberately underestimate life
expectancies. It is also possible that Life Settlements Funds would seek to obtain their LE
estimates from LEPs who are known to err on the “low” side for particular impairments or types
of (e.g. older) insureds. Just as mentioned in Section 6.2.1, it is the case of the Company that its

two previous LEPs seem to provide below-average LEs.

Possible solutions to mitigate longevity risk include building up a diversified portfolio across
different age groups and different types of impairments, increasing the number of policies in a
portfolio, using more than one independent life expectancy provider, purchasing reinsurance

contracts (e.g. stop-loss insurance) and so on.

6.5.3 Liquidity risk

Life Settlements are relatively illiquid investment instruments for which there is no large scale
market as active and organised as that for equities or fixed income investments (Darwin M.
Bayston et. al., 2010). In this circumstance, liquidity is a big issue because cash flow of Life
Settlements in force is inherently unpredictable in terms of periods of premium payments and
timing of receiving maturity benefits. Compared with the potential gains or losses on the
maturity of policies, premium payments are incurred earlier with relatively high certainty and
obligation. On the Fund level, the cash flows associated with investors such as subscriptions and

redemptions are difficult to forecast as well. Compared with new subscriptions, redemptions
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are more likely to be triggered by some adverse news and cause a ripple effect that would lead

to damaging consequences.

Braun, A. et. al. (2012) describe the vulnerability of a Fund to becoming liquidity strained, and
point out that a Fund suffering redemptions beyond its cash reserve might have to sell off assets
at unreasonable prices at short notice because the market is comparatively stagnant and
transactions are normally complex and time-consuming. Furthermore, defaults on the ongoing
premium payments are more likely to happen in a distressed Life Settlements Fund predestined

to collapse.

Some common actions taken by Fund Managers to mitigate liquidity risk include keeping an
adequate proportion of liquid assets in a cash reserve account, utilising debt financing and other
credit facilities, restricting lock-up periods, establishing redemption gates, charging redemption
fees, and reserving the right of suspension (Braun, A. et. al., 2012). In certain circumstances,
investors should carefully evaluate the investment risks arising from the transaction restrictions.
A KPMG report (2013) emphasises the importance of effective asset / liability management and

adequate hedging strategies to leverage currency and interest rate fluctuations.

6.5.4 Availability and other policy-associated risk
There is a wide range of risks associated with life insurance policies including availability risk,

contestability risk, insurable interest risk, missing body risk, credit risk, and so on.

Regarding Availability Risk, transactions in the Life Settlements market highly depend on the
number of available target policies. According to Moody’s (2006), when considering specific
criteria for the target life insurance policies as discussed in Section 6.1, less than 1% of existing
permanent life insurance policies are suitable for purchase. McNealy, S., & Frith, M. H. (2006)
find that only 15 - 25% cases submitted will fit the investors’ parameters and be actually
purchased. Thus, the Life Settlements supply chain should be carefully managed to reduce the
policy availability risk. For instance, the Funds should keep good relationships with a range of
policy sellers and agents, and good demand management will afford the company competitive
advantage in terms of sufficient funding and capital inflow. As advised by Braun, A. et. al. (2012),
fund size could also be a factor that exposes companies to the availability risk, because large

funds are more likely to have conservative and restricted policy-selection standards.

Contestability Risk and Insurable Interest Risk are two types of risks that are associated with
regulatory requirements on insurance policies and will be discussed in Section 6.5.7. Credit Risk

refers to the default risk of life insurance carriers. This risk has long been ignored until the 2008
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financial crisis when the AIG bail-out reminded the public about the possibility and
consequences of default risk. Thus, many funds now establish strategies to only invest in life
insurance policies issued by companies with high credit ratings and preferably guaranteed by a
government or State agency, although even these “guarantees” are now less reliable than they

used to be.

6.5.5 Operating risk

Some operational risks come from the due diligence of third-party servicers. For instance, non-
performance of service agent might cause overdue premium payments, fail to update health
records of the insureds, delay the collection of maturity benefits, thereby harming the investors’
interests. Further, as mentioned in Section 6.4, Life Expectancy Providers might collude with
medical underwriters to manipulate the price of policies and influence the bidding processes.
Braun, A. et. al. (2012) take two examples to illustrate the fraudulent activities in the Life
Settlements industry. One case is about Coventry First accused of bid rigging to suppress
purchase prices in 2006. In another case, Mutual Benefits Corporation is alleged to have used
deceptive marketing materials and false life expectancy estimates to mislead investors and
withhold important information. Another type of operational risk originates from the insured,
who might fraudulently misstate his / her real health condition to get lower premiums or a
higher settlement price. Since all the operating activities of the Company are provided by third-
party partners and companies “connected” to the Directors, operating risks might be covert and

should be handled carefully.

6.5.6 Portfolio risk

There are a variety of risks arising from the selection of policies for a portfolio. One hidden risk
disclosed by Parankirinathan, K. et. al. (2012) is from the potential target group of policyholders.
Because Life Settlements Funds always seek high face value policies, a majority of selected
policyholders are affluent people that can afford better health care and illness management and
are inclined to have a longer life expectancy than a less affluent person with similar
impairments. If these underlying factors are not considered when selecting the target policies,
an overvaluation risk of the whole portfolio can materially erode investment returns. Insurers
and LEPs must be very careful to apply anti-selection and reverse anti-selection screening to
identify such policies and risks, especially for companies like EEA LSF holding policies with

relatively high average Face Values as mentioned in Section 6.5.7.

The portfolio risk is highly dependent on the level of diversification. Some measures to improve

the diversification of portfolios have been discussed in Section 6.5.2. The prudence level of the
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Life Settlements Funds should also be considered in terms of choosing valuation method,
making investment decisions, maintaining portfolio performance and evaluating relationships

with partners.

6.5.7 Regulatory risk and tax legislation

The Life Settlements industry is heavily influenced by the intensive regulation of life insurance.
Besides NCOIL and NAIC shown in Appendix 2, the United States Governmental Accountability
Office (GAOQ) reported the challenges of regulating Life Settlements, underlined the regulatory
differences across States and recommended that the U.S. Senate should provide a consistent
and minimum level of protection for the policy owners involved in Life Settlements. The
Securities and Exchange Commission (SEC) also asserted jurisdiction over certain investments in
Life Settlements involving traditional life insurance policies (GAO-10-775, 2010). Additionally,
there are some industrial trade organisations such as Life Insurance Settlement Association of

America (LISA) and Institutional Life Markets Associations (ILMA) (Seitel, C. L., 2007).

Darwin M. Bayston et. al. (2010) summarise two essential regulatory factors in Life Settlements
transactions — insurable interest and contestability period. An insurable interest is required at
the inception of the insurance policy to prohibit Stranger-Originated Life Insurance (STOLI), a
practice that initiates a life insurance policy under fraudulent pretences or with the intention of
quickly selling it to third-party investor. Because an insurable interest required in a life policy is
not necessary for a Life Settlements transaction, it is difficult for regulators to identify and
evaluate the appropriateness of Life Settlements transactions. Katt, P. C. (2008) mentions that
some Life Settlements agents try to persuade wealthy seniors to become insured for the sole
purpose of selling the life insurance policies later. Obviously, these manufactured policies with
potentially irrational pricing and fraudulent practices would adversely affect the development of
Life Settlements market. Considering the average Face Value of US$2.46 million held by the
Company as of 31 December 2013, investors should be aware of the additional risks associated

with the irregularities mentioned above.

Regarding the contestability period of insurance policies, most states have a two-year
prohibition period, after which the issuing insurance company cannot rescind a policy, thus
prohibiting people from entering into a Life Settlements contract for two years after the
insurance of a policy. Some states adopt a longer waiting period such as Minnesota’s four-year
waiting period and five-year in Wisconsin, Lowa, Ohio, etc. It is important to make sure that the
policies are purchased after the end of contestability period, otherwise investment lose might

occur if the issuance company withdraws the invested policies.
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Ziser, B. (2011) highlights the importance of premium financing as a legitimate financing tool,
referring to the lending of funds to a person or company to cover the cost of an insurance
premium. The premium finance program could be a source of funding for Life Settlements.
Steven E. Chancy et. al. (2010) examine the risks associated with the Senior Life Settlements (SLS)
credit facility provided by certain financial institutions and classify the Life Settlements
transactions as high-risk investments. They recommended that bank and securities regulators
should pass additional Federal and State laws on the Life Settlements market and intermediaries

involved.

Taxation is also a topic of great concern. Before 2009, there was little guidance on the
treatment of Life Settlements transactions (such as how to determine the taxation basis and
measure gains and losses of a Life Settlements, whether these incomes or losses should be
characterised as income or capital gain). Two revenue rulings — Revenue Ruling 2009-13 and
2009-14 were released by the Internal Revenue Service (IRS) in May 2009 to clarify the different
treatments under various scenarios of disposing of a life insurance policy. Besides, withholding
tax is imposed on foreign investors or offshore entities (Braun, A. et. al., 2012). Overall, Life
Settlements companies should closely watch the developments of regulation and tax legislation

and keep sensitive to any adverse changes.

6.6 Fund Structure, Governance and Transparency

Most investors make their investments through Funds to maximise diversification, draw on
professional expertise, eliminate the complex transaction processes and legal requirements,

and reduce various costs including searching costs, transaction costs, communication costs, etc.

There are mainly two types of Fund structure in terms of ownership —an Open-end Fund and a
Closed-end Fund. The differences between these two types of Funds are summarised in
Appendix 6. With regard to Life Settlements Funds, Braun, A. et. al. (2012) compare the two
different structural forms (see Figure 31). Major characteristics of Open-end Life Settlements
Funds include ongoing subscriptions and redemptions, unregulated (or “lightly regulated”)
offshore location, complicated fee structure, restrictions on redemption, reinvestment of death
benefits, monthly valuation report, valuation based fees and charges, and so on. Compared with
Hedge Funds, Open-end Life Settlements Funds have similar fee schedules, NAV-based

valuations and calculations of dealing price for subscriptions and redemptions.

Considering the evolution of many asset classes, which begin with illiquid Closed-end structures

and then develop to more liquid Open-end structures, Braun, A. et. al. (2012) forecast the
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dominance of Open-end structure for Life Settlements Funds. However, the successful transition
from a Closed-end structure to an Open-end one depends very much on the level of governance
in terms of standardisation, transparency and disclosure of transaction information. Clearly,
without a solid base of Corporate Governance, the adoption of an Open-end structure in EEA

LSF is problematic and controversial with significant liquidity risks (see Section 6.5.3 and 5.3.3).

Figure 31. Open-end versus closed-end Life Settlements Funds

Type Closed-End Open-End

Domicile Country of primary investor Offshore banking locations
base

Legal form Limited partnerships Depends on domicile

Regulation Subject to national regulation  Virtually unregulated

Maturity Fixed Perpetual

Subscriptions
Redemptions

Lock-up period
Notice period

Redemption limits (gates)

Investment style
Leverage
Fee schedule

Not after final close
At maturity

n/a

n/a

n/a

Buy-and-hold

None

Fixed percentage of capital

Ongoing (usually monthly)

Ongoing (monthly or
quarterly)

Up to 3 years

30-90 days

Common

Active trading possible

Possible

Management and performance

fees; hurdle rates and high
water marks

Not common

Reinvestment

On a monthly basis

Common
Distribution
Annual report

Liquidity reserve
Usage of death benefits
Valuations

Source: Braun, A. et. al. (2012).

Corporate Governance refers to the corporate system and structures through which companies
set and pursue their objectives, monitoring their actions, policies and decisions, and aligning
interests among the stakeholders. Good Corporate Governance practice could provide
appropriate references for investors to select a reliable Fund Manager and make better
informed investment decisions. Seitel, C. L. (2007) mentions the importance of transaction
transparency and believes that a high level of transparency (especially full commission

disclosure) would protect consumers and improve the development of Life Settlement industry.

Since Life Settlements Funds and Hedge Fund share many common characteristics,
understanding of Corporate Governance practices in the Hedge Fund sector will offer valuable

pointers for the improvement of Corporate Governance in Life Settlements industry.

The first controversial problem is the balance between proprietary protection and open
disclosure requirements. Most Hedge Funds are non-transparent and unregulated in
consideration of the Fund Managers’ proprietary information. However, lower transparency

directly causes information asymmetry, and investors lack complete information on the Hedge
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Fund’s operation and management performance. Gregoriou and Christopherson (2005)
illustrate the hazards of a lower regulation level by examining the incidences of fraud cases and
short survival time which was often less than five years prior to the early 2000s. B. N. Lehmann
(2006) mentions a regulatory paradox that tightened regulation and disclosure obligations
might push Funds to organise in a less economically efficient form or relocate offshore. In fact,
many Hedge Funds today are based offshore to enjoy the less unregulated climates and tax
benefits. Similarly, many Life Settlements Funds are established and operated from offshore

locations.

Secondly, the trading assets of Hedge Funds are inherently illiquid and difficult to mark to
market. The unobservable true value of a long position can lead to a potential moral hazard
problem because there is scope for Fund Managers to adjust asset values to satisfy their own
funding needs (B. N. Lehmann, 2006) or increase investment attractiveness to investors,
especially under the situation that leverage is widely used during the establishment and
maintenance of portfolios. The valuation risks combined with conflicts of interest can cause
moral hazards and harm investor interests. Clearly, similar problems can exist in Corporate

Governance of Life Settlements Funds including EEA LSF.

Thirdly, issues around the compensation scheme arising from the classic agent problem are also
popular topics in the Corporate Governance practices of the Hedge Fund industry. The fee
structure of hedge fund is widely considered to be lucrative with 1 - 2% management fees and
up to 20% performance fees based on gross returns. In practice, there are two common terms
to align the Fund Managers’ interests with the goals of shareholders. Hurdle rates limit the
threshold of performance fee calculation, and high water marks require a compensation of
previous losses before performance fees are charged. Some Fund Managers claim to invest
personal wealth into their own funds to justify the alighment of interests. However, their
generous performance fees are still questioned because their offshore accounts are difficult to
verify under certain confidential agreements, and mangers often receive larger positive returns
and are immune to significant losses with a fixed-rate management fee (Gregoriou and
Christopherson, 2005). Additionally, some managers of underperforming funds might take

additional risks and short-term actions to achieve targeted returns for a limited period.

To improve the Corporate Governance of Hedge Funds, several measures are proposed by
Gregoriou and Christopherson (2005) including an industry-wide incentive scale for

performance fees, lockout of the Managers’ personal wealth, sound Corporate Governance
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guidelines, and risk-adjusted performance fees based on the modified Sharpe ratio, which is

calculated by dividing the excess returns by the modified value at risk.

Broadly speaking, M. Cremers et al. (2009) find a positive correlation between the higher
director ownership and superior Mutual Fund performance which is driven by the improved
alignment incentives. Further, B. N. Lehmann (2006) advocates a trade-off analysis on the
burden of regulation and the reduced performance failures. Helen Avery (2008) points out the
importance of an effective independent board responsible for protecting and maximising the
investors’ interests. These recommendations could also provide clues to address the Corporate

Governance issues of the Life Settlements Fund sector.

Regarding to the financial disclosure, Darwin M. Bayston et. al. (2010) discuss the widely
accepted performance reporting for alternative asset classes under the frame of Global
Investment Performance Standards (GIPS), compare the characteristics of Life Settlements with
private equity, and propose a set of best practice guidelines for reporting Life Settlements
performance. Considering the upfront committed capital, portfolio manager’s control on the
timing of investment and buy-and-hold feature in a typical Life Settlements transaction, Darwin
M. Bayston et. al. (2010) believe that since inception internal rates of return (SI-IRR, or money
weighted return) is a more suitable performance measurement for the investors’ return
compared to a time-weighted return, which is normally used to measure the performance of
portfolio managers. Additionally, they advocate the use of industry standard mortality tables,
detailed cash flow documentation, independent asset valuation with stated assumptions, and

periodical review of actual life expectancy to promote appropriate disclosures.
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7. Data and Methodology

7.1 Limitation of the Available Data

The main first-hand data about the Company include Annual or Interim Reports and Financial
statements from June 2008 to December 2013, Offering Memoranda, promotional brochures,
monthly Fact sheets, Quarterly Portfolio Statistics, and Letters to Registered Shareholders.
There is also some news and press information with comments and opinions of a variety of
participants. In addition, some independent organisations and regulators like LISA, ELSA, the UK
FSA/FCA, GFSC have issued some guidance and commentaries on Life Settlements, which could

be useful references for further analyses.

However, due to self-protection of the Company, its Directors and the other players involved
(such as the former auditor - Ernst & Young), the data on hand is limited to that published -
mostly by the Company. Due to the “light touch” regulation in this emerging industry, there is
also very limited industrial and competitor information. Efforts have been made to approach
the Company through their investors, but the Company is very protecive and basically reluctant
to disclose further information regarding its valuation methods, detailed portfolio information,

future cash flow and premiums estimations, etc.

On the other hand, there are a wide range of experts, professionals and scholars who are
interested in the Life Settlements industry and have conducted various theoretical and empirical

researches from different perspectives as shown in Section 6.

7.2 Methodology

This case study begins with an overview of the Life Settlements industry including its evolution,
market operation and stakeholders involved. Major events of the Company is then summarised
to identify the key issues under investigation. A comprehensive literature review reveals
opinions and studies of a number of scholars and experts on a wide range of topics such as
underlying market scale, pricing method of Life Settlements, profitability and transaction costs,
expected return and performance, industry risks, Life Settlements Fund structure and Corporate
Governance, and so on. This background information and literature review help to recognise key
risks within the industry and provide pointers on how to explore the pitfalls and dysfunctions of

the EEA Life Settlements Fund.

Firstly, | will analyse the Company’s market estimation, product structure and portfolio features
to test the relevance of FSA’s “Ponzi like” characterisation. After that, | will evaluate the pricing

and valuation method, the soundness of NAV calculations and the Company’s financial
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performance. The analysis will draw on the asset characteristics, different valuation approaches,
and comparable portfolio performance discussed earlier. More specifically, financial and
forensic analysis will be conducted including changes in valuation policies, sensitivity analysis on
the NAV pricing of a sample Life Settlements, comparisons of historical portfolio performances,
cash flow analysis, return and fee analysis, etc. The study will also compare the Company’s
performances and behaviours before and after the 2011 suspension. These financials could
indicate the Company’s asset value, investment strategies, and ability to handle unexpected

redemption requests when the economic condition was made worse.

Secondly, | will explore the evolution of the Company’s Corporate Governance before and after
the 2014 Restructuring, and assess whether it has been improved. Corporate Governance will
be examined from a variety of perspectives including control and ownership structure, balance
of power, stakeholder interests, risk management, investor protection, and so on. In particular,
the Company’s practices will be compared to the regulator’s guidance, and the fee structure will
be analysed against industry comparisons or benchmarks. Further, because Life Settlements
Funds shares many common characteristics with Hedge Fund, best practices in Hedge Funds

offer good references for the evaluation of Corporate Governance in Life Settlements Funds.

Lastly, risk analysis will round-off the Study with a well-founded investment recommendation
on the Fund before and after the 2014 Restructuring. The risk patterns discussed in Section 6.5
and many other third-parties’ opinions help to construct a specific risk analysis for EEA LSF. Also,
the level of due diligence on risk disclosure can be evaluated in this part before a final

recommendation on the investment in the Company is given.
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Appendix

Appendix 1. Partner Organisations of EEA Life Settlements Fund

Role Organisation Name Responsibility
M A Colton (Chairman)
C Daly Supervise the activities of the Fund Manager
AJ Simpson [C Daly is also the CFO/Managing Director of the
. . Investment Adviser;
Directors S A Shaw (appointed 13 March

2012)
D Jeffreys (apointed 9 April 2014)
S Burnett (apointed 9 April 2014)

A J Simpson is also the CEO of the Administrator;
S ahaw is also a Director and Majority
Shareholder of the Fund Manager.]

Fund Manager

EEA Fund Management
(Guernsey) Limited

Responsible for the management, administration
and making investments;
Delegate duties to other partners

Administrator,
Secretary and

International Administration
Group (Guernsey) Limited ("IAG")

Delegated duties on administration of the Fund,
valuation of each Cell, the issue and redemption
of Shares, and the keeping the register of

Registrar shareholders
A LSP responsible for investment tasks, including
Investment ViaSource Funding Group LLC sourcing, valuing, monitoring and disposing of
Adviser ("ViaSource") policies, and completing the final transactions on

maturity

Servicing Agent,
Premium
Payment Agent

Mills, Potoczak & Company
(IIMPCII)

Certify that the policy purchased meets
investment criteria and monitor payments of
premiums

Legal Advisers

Ogier

Guernsey legal affairs

Custodian

BNP Paribas Securities Services
SCA, Guernsey Branch ("BNP")
(Notice of Resignation tendered
in 2012/2013. Awaiting a
replacement.)

Hold Fund's assets and documents of title to such
assets (No decision-making discretion);
Responsible for the keeping the register of
shareholders (delegated to the Administrator)

Sub Custodian

RBS Citizens N.A. ("RBS")

An escrow agent in connection with the purchase
of Life Settlements;

Establish a premium reserve account and file with
the insurance companies claims prepared by the
Investment Adviser

Sponsor Ogier Corporate Finance Limited CISX listing sponsor
Grant Thornton Limited (since
. Aug 2013) Audit the Annual Report and Financial Statements
Auditors

Ernst & Young LLP (until Aug
2013)

and issue the auditor's reports to the Members
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Appendix 2. The Development of the Life Settlement and Viaticals Industry

Date
1980s

Late 1990s

2000

2001

2004

2007

6/2007

11/2007

11/2008

4/2009

Major Events

Viatical settlements and accelerated death benefits are invented in order to meet the
financial needs of policyholders with AIDS who need to access immediate cash.

With advances in HIV/AIDS drugs, the viaticals market slows down. Life settlements evolve
as a way to tap a new market.

The National Conference of Insurance Legislators (NCOIL) adopts a Life Settlements Model
Act outlining good business practices for the emerging industry.

The National Association of Insurance Commissioners (NAIC) issues the first Viatical
Settlements Model Act defining good business practices such as licensing, prohibited
practices, advertising guidelines, fraud prevention and unfair trade practices; it is up to each
state to adopt the model law.

NCOIL revises its Life Settlements Model Act.

The Viatical Association of America (VAA), founded as a non-profit trade group for the
viaticals industry in 1995, changed its name to the Life Insurance Settlement Association of
America (LISA), reflecting the shrinking market for viaticals.

Investment banks create the Institutional Life Markets Associations (ILMA), a trade group
focusing on regulation and industry "best practices" for Life Settlements and other financial
products.

NAIC passes a Viatical Settlements Model Act revision to address the burgeoning Life
Settlements market. It strengthens consumers protections and addresses concerns about
"stranger-originated life insurance" (STOLI) by imposing a five-year ban on settling life
insurance policies. STOLI transactions involve the purchase of life insurance policies for the
sole purpose of selling them at a profit within a short timeframe.

NCOIL passes a revision of its Life Settlements Model Act that also defines STOLI. It calls for a
two-year moratorium on Life Settlements after a policy is purchased, as opposed to the
NAIC's proposed five-year ban. The Act outlines recommended provider and broker licensing
and disclosures to policyholders. NCOIL's model Act is an alternative to the NAIC's.

NCOIL reported that lawmakers in 20 states introduced legislation regulating and restricting
Life Settlements and STOLI. The laws extend the time before a person can sell the insurance
policy, and also identify and deter STOLI transactions before a policy is issued.

Senate Bill 5195 (Life Settlements Model Act) was passed in Washington State. The Bill
requires licensing of any person who buys or brokers a life insurance policy from the owner
if the owner is a resident of the state. It prohibits practices, disclosure requirements, and
contractual provisions for Life Settlements and established sanctions for violations of the
chapter.

Source: Insure.com, 2009.
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Appendix 3. Summary of Investment Criteria and Mitigated Risks

No. Effective Investment criteria Risks mitigated
period (source: Annual Reports 2008 -2013)
not to purchase a policy which is issued by an insurance
1 2008 - now | company rated less than ‘B’ by one of the major rating Credit risk
agencies
) 2008 - now not to purchas'e' a polif:y which has not yet passed the suicide coAr\lltaellsat:inTi\i\;I:it’k,
and contestability period .
regulatory risk
not to purchase policies held by insureds diagnosed with the
3 2008 - now | same illness the aggregate face value of which is more than 20 Portfolio risk
per cent of the total face value of policies held
not to purchase policies from a single insurance company to
4 2008 - now | an aggregate face value of more than 20 per cent of the total Portfolio risk
face value of all policies held
not to purchase policies from an insured whose life .
5 2008 - now . Longevity risk
expectancy is more than 96 months from the date of purchase
not to purchase policies the face value of which exceeds USS5 Portfolio risk,
6 2008 - 2010 e . S
million in respect of any one insured valuation risk
not to purchase a policy the face value of which represents L
/ 2008 -now more than 3.5% of the total face value of all policies held Portfolio risk
8 2009 - now | not to purchase policies from a non United States resident Regulatory risk
not purchase any policies where the insured has been .
9 2009 - 2012 diagnosed as having AIDS or being HIV positive Longevity risk
not to purchase a term life policy, the remaining term at the
time of the purchase of which is less than 10 years if the life N
10 | 2009 -now expectancy of the insured is 4 years, or 9 years if the life Longevity risk
expectancy of the insured is 3 years or less
invest in foreign exchange forward contracts, futures Foreign exchange
11 2009 - now | contracts and options for the purpose of hedging of the risk
investments only
12 2009 - now not to .invgst more than 10% of its net asset value in other Operation risk
collective investment schemes
13 2009 - now | not to borrow more than 10% of its net assets for any purpose Liquidity risk
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Appendix 4. Marketing material regardinga f 26 NA &1 FyR aGNRBy3IZ O2yaAh

- EEA Life Settlements Fund
EEA Fund Management
[Guermnsey) Limited November 2009

I A Low Risk, Uncorrelated Investment Solution
"Dodng What it 5ays On The Tin® The EEA Life Settiements Fund has achieved 46 consecutive months of postive returns
Uraffected by the volatilty In traditional investment markets, It provides the abilty to reduce portfolio sk’ but mantain ‘reward

Market Overview: Fund Statistics - 315t Ochobser 2009:

The Urited States life rswance market & estimated to hawe tobs = Furd st c3572,000,000
insurance coverage of approsimately US512 trilion. The value of = Total Sum Asamod 5087, 000,000
= — i 528 polices held by e fund

polices purchased by the Life Settiements industry = corsdered to. « Policies isued by 89 Ufe Companies
ke in the region of US$12 billion arnually. We befieve that there = = Avorage angina b epectancy 48 monthe

AP, - = Avorage cument |fe expoctancy 30 montts
a sustainable and rapidly evolving opportunity for Life Settlements « fiwerage e company ratng A+
to become a sgnificant aet dass appealing 1o a wide range of » Aurage policy stre US$1,870,058

= . = Mumbser of poboes matured = % of fxe ahe 10%

private and institutional invesions. & B of Eo i moturd 7 % of portidio 13%

. — -
| Imvestment Objective
The Investment cbjective of the EEA Ufe Settlement Fund is fo provide a benchmark 8% annual net return 1o investors

on @ stable long-term bask, with the prospect of total target net retums of 93 to 10% per annum

'-LISD Class 'A Performance Met of Fees at 31st October 2009
14000
13850

46 Consecutive Positive Months

L]
BEBDI

[Performance Net of Fees at 31st October 2009

L ] 1 kb 3 Mth B k& 12 M 24 hth 2008 Sr':..nllf::m

% % F L T % ¥ L
USD Class A 140.86 7.91 0.68 219 4.55 961 19.50 932 Bod
Euro Class & 131.86 63 208 4.31 9.01 19.63 3.49 .16
GEP Class Dist* 108.07 7 0.67 2.23 4.48 3.8 21.34 10,88 951
GEP Class Acc 130.36 7.90 066 234 4.59 994 21.82 1123 10.12
GBP Class & 130.47 7.40 0.63 213 4.28 935 20.47 10,72 0.7
UsD Class Dist® 102.96 8.05 066 217 4.53 345 9.6 488
e —

Source: EEA Fact Sheet November 2009
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Appendix 5. Summary of EEA Expense Types

Expense Type

Expense Breakdown

Calculation Basis

Performance fee

75% of excess over 8% hurdle rate

Management fee

1.5% p.a. of NAV

Valuation Based Fees

Admin fee

0.1% p.a. of NAV with a minimum of £1,000 per month
per Cell

Charges to Companies

Marketing expenses

up to 5% from the Dollar X, Euro
X, Sterling X and SEK X Cells of the total amount
subscribed, subject to rebates

Directors fees

As "Discretionary"

Directors

Investment Advisor fee

$100 per policy / mth

Acquisition expenses

1% of the purchase price

Custodian fee

£7,000 per Cell with a minimum of £70,000 p.a.

Sub-custodian fee

$75,000 p.a.

Expenses Paid to Partners

Servicing agent fee

$450 per policy for one time review + $750 per policy /
year, subject to a minimum of US$1,500 per month

Other Operating Expenses

Legal & Audit fees As incurred
Preliminary expenses As incurred
Restructuring expenses As incurred
General expenses As incurred

Source: Annual Report of 2013
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Appendix 6. Comparison of Open-End Fund and Closed-End Fund Structure

Fund Type

Open-End

Closed-End

Issue and redemption

Flexible, frequent

Only be traded on the exchange

Number of shares

Unlimited

Launched through an IPO, and issue
a set amount of shares

Share price basis

Net asset value (NAV)

A discount or premium to the NAV
based on the supply and demand

Initial charge, close-end load on the

Management fees, brokerage

Fees ..
sale of shares commission
Actively managed or replicate an .
Management . ey . 8 pu Restricted
index for index funds
Volatility Responsive to market fluctuations Relatively stable
Liquidity requirement | High Low
Use of leverage Less frequent Common

Examples

Hedge funds, mutual funds, and
exchange-traded funds

Investment trusts, and investment
companies
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