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Á VIF securitization allows an insurer to 

monetize the future profits of an 

insurance portfolio.

Á As the VIF tends to be volatile, 

investors are exposed to the risk that 

the cash flow generated is not 

sufficient to cover debt interest and 

principal payment. 

Á Multiple tranches with different risk-

return trade-offs can be placed.

Á The monoline guarantees the interest 

and principal payments to investor 

and enhances the rating.

Á The only risk left with the investors is 

the credit risk of the monoline.

Source:  Munich Re, Risk Trading Unit



Mortality cat bond ïpre financial crisis
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Á Extreme mortality securitization 

transfers peak mortality risks to 

the capital market.  

Á The SPV enters into a total 

return swap (TRS) with a bank, 

which promises to provide the 

return of LIBOR for assets 

invested in the collateral 

account.  

Á As the structure is 

collateralized, the investors 

invest solely in insurance risk 

and are insulated from credit 

risk.  

Source: Munich Re, Risk Trading Unit



Longevity swap ïpre financial crisis
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Á Longevity swap transfers the 

longevity risks between 

pension funds to investors 

looking to this market for 

diversification benefits. 

Á The pension fund transforms 

its liability towards the 

pensioners into paying known 

amounts to a counterparty for 

fixed period.

Á The pension fund can lock in 

a future mortality 

improvement level.  

Source: Lane Clark & Peacock
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The perfect stormé

Source: Image courtesy of Earth Sciences and Image Analysis Laboratory, NASA Johnson Space Center, Bild-Nummer ISS008-E-19646. http://eol.jsc.nasa.gov

http://eol.jsc.nasa.gov/


Value in force (VIF) securitization, during financial crisis
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The collapse of the subprime CDOs has indirectly affected life ILS 

ÅMost of the tranches were wrapped by financial guarantors.

ÅFinancial guarantors had exposure to both financial guarantee insurance and 

CDS written on senior tranches of CDOs and RMBS which were backed by 

non-performing subprime portfolios.

ÅWhen financial guarantors were downgraded, all of the underlying risks insured 

had to be downgraded as well.  



Value in force (VIF) securitization, during financial crisis
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ÅThere are other reasons for the temporarily low issuance of VIF:

1. High complexity of the risks inherent in life insurance business including 

mortality risk, investment risk and policy persistency risk.

üThe performance of the bond is exposed to risks such as higher than 

expected mortality, lower than expected investment returns and higher 

than expected termination rates.  

2. High correlation between emerging VIF and capital market cycle.  For 

most of the long term life business, investment is the most important 

source of income.  

üDuring the credit crisis, investment-grade corporate bonds credit 

spreads had widened to levels last seen during the Great Depression, 

significantly depreciating the market value of assets.  



Mortality cat bond ïduring financial crisis
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Á Cat bonds were thought to have 

little to no correlation  with  other 

assets and were perceived to be 

invulnerable to credit risk. 

Á Four ILS in which Lehman acted 

as swap counterparty 

experienced serious price 

deterioration.  

Á For some cat bonds, qualified 

assets used in the collateralôs 

account have endured sharp 

markdowns.  

Source: Lane Financial LLC.



Longevity swaps ïduring financial crisis

26/01/2010 11

Á The financial crisis has left many of 

the largest corporate pension plans 

with record deficits and unfunded 

liabilities.

Á Few employers were able to inject 

the cash necessary to transfer all 

pension risks to an insurer.  

Á Annuity insurers had to strengthen 

capital during very difficult times.   

Á Some assumptions relating to 

assumed default rates on corporate 

bonds backing annuity business 

had to be revised to reflect current 

economic conditions.  

Source: Milliman 2009 Pension Funding Study.
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In light of the storm, how do we rectify the ILS structures?



Value in force (VIF) securitization ïpost financial crisis
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Source: Munich Re ïRisk Trading Unit

Á The modified structures share core 

competencies between investment 

banks and reinsurers.

Á The absence of financial guarantors 

will raise the level of understanding 

and sophistication of the investors 

base. 

Á The investors should conduct risk 

assessment of the structure of the 

transaction, not only on the usual 

robustness of the underlying cash 

flows.  

Á Despite unfavourable market 

conditions, transactions are still 

possible but mostly on private 

placement basis.  



Mortality cat bond ïpost financial crisis
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Á Pre-Lehman TRS mechanism 

needed to change and the market 

showed updated structures.  

1. Invest proceeds in treasury bills

2. Improved TRS with mandatory top-

up if there are any marked-to-

market deficiencies on a regular 

basis

3. Better duration matching of the 

duration of the underlying assets 

against the maturity of the bond.

Á The mortality spreads required by 

investors have reached high level 

and remain prohibitively expensive.  

Source: Aon Secondary Prices.



Longevity swaps ïpost financial crisis
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Á The financial crisis has triggered 

additional awareness and demand 

for solutions to mitigate longevity 

risk.  

Á Longevity swaps require only 

minimal upfront payments, which is 

a great appeal for cash-constrained 

employers looking to hedge 

longevity risks.  

Á The economic capital required is 

reduced once longevity risk is 

transferred to a third party, which 

can provide significant relief during 

financial downturn.  

Source: Munich Re, Risk Trading Unit.


