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Course summary 

The course outlines the concept of fund policies. The different terms and conditions that can be attached 

to a fund policy as well as products that can be used as an alternative are considered.   

Time allotted for course 

The course consists of 2 topics with an assessment that needs to be completed. The time allotted for 

each aspect is as follows: 

Topic 
number 

Title 
Word 
count 

Level 
Time 

allotted 

Topic 1 Introduction to fund policies 1 558 Intermediate 20 minutes 

Topic 2 Characteristics of the different types of 
fund policies 

4 338 Intermediate 40 minutes 

 Assessment    
 

   Total time 1.0 hours 

 

Assessment and certification 

After completion of the workshop the learner must complete an electronic assessment on the learning 

management system. 

 Form of assessment: Multiple Choice Questions 

 Number of questions: 10 questions 

 Duration: 30 minutes 

 Competency mark: 60% 

 

Upon obtaining a competency mark of 60% the learning will receive a certificate of completion. The 

learner will be afforded an opportunity to re-do the workshop should a competency mark not be 

attained. 
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TOPIC 1 INTRODUCTION TO FUND POLICIES 

 

1.1 Definition of a fund policy 

A fund policy is defined in the Long-term Insurance Act as a policy to provide benefits for the purpose of 

funding in whole or in part the liability of a medical scheme, pension fund or friendly society benefit to 

provide benefits to its members in terms of its rules.  

The most common fund policies in the international and domestic markets are structured as bulk annuity 

policies either as a buy-in or buy-out annuity. 

1.2 Liability reduction and de-risking defined 

Medical schemes, pension funds and friendly society’s may be involved in employer sponsor group 

schemes in order to provide benefits to employees. The employer is then known as a sponsoring 

employer and the employees are members of the medical scheme, pension fund and friendly society 

benefits. A pension fund must also appoint trustees that act on behalf of the members of the fund. 

Reference in this text to a medical scheme, pension fund or friendly society includes reference to 

sponsoring employers and trustees where these stakeholders are also included in the decision-making 

process. 

Medical schemes, pension fund and friendly society’s provide benefits to their members. These future 

benefit pay-outs are the member’s liabilities of the scheme, fund or society and it must be ensured that 

future benefit payouts are secured.  

 

LEARNING OUTCOMES 

After studying the topic, the learner should be able to- 

 Define a fund policy. 

 Define the concepts of liability reduction and de-risking. 

 Describe the process to be followed when deciding on a de-risking strategy. 
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Medical schemes, pension funds and friendly societies must contain the mismatch between assets and 

liabilities of the scheme, fund or society and also contain the growth of future liabilities. Pension funds 

especially is exposed to higher liabilities for an unspecified time as retirement benefits needs to be paid 

for as long as the member lives, and longevity has increased in recent years and should also increase in 

the future. Therefore, funds intended for investment or other purpose is used to honour liabilities 

incurred years or even decades ago. 

In recent years, medical schemes, pensions fund and friendly societies have found themselves in a 

constantly changing environment. Medical schemes, pensions fund and friendly societies are 

increasingly looking for ways to minimise the risks associated with liabilities in terms of its members by 

employing a liability reduction exercise and/or by adopting a de-risking strategy. 

Legacy liabilities for pension funds can be reduced and re-shaped using liability reduction exercises with 

the effect of improving the scheme’s funding level. Liability reduction exercises are employed usually 

before the de-risking strategy will be implemented to insure or hedge liabilities effectively. 

De-risking removes elements of risk from the organisation in order to reduce the possibility of an adverse 

change in future contributions, diminish the impact of financial market volatility on the balance sheet 

and to improve the stability of the scheme, fund or society.  

The medical scheme, pension fund or friendly society may use investment instruments especially 

derivatives to hedge risks or a fund policy may be used to take out insurance to manage the liabilities. 

Fund policies are structured as bulk annuity policies either as a buy-in or buy-out annuity. 

The fund policy market is relatively new internationally and domestically. While these policies are 

helping organisations minimize their risks in terms of liability pay-outs, there are growing concerns that 

members’ interest are not being adequately safeguarded as the market rapidly evolves. 

1.3 Deciding on a de-risking strategy 

There are a number of methods and strategies that a medical scheme, pension fund or friendly society 

can apply in or to remove or reduce the risks associated with benefit payouts.  

The process of deciding on a de-risking strategy are as depicted below. 
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Figure 1.1: The process of deciding on a de-risking strategy 

 

 

 Setting objectives 

In setting objectives, the following must be considered: 

 The medical scheme’s, pension fund’s or friendly society’s wider corporate objectives for the 

organisation. 

 In the event of an employer scheme or fund, the sponsoring employers’ objective. 

 The trustees’ objectives for the members of a pension fund.  

 

Typically, trustees will be looking to maximise the level of security for the members of the pension fund 

and will probably be looking for benefits to ultimately be bought out with an insurance company.  

However, the cost of purchasing annuities with insurance companies will not be viable for most 

sponsoring employers and may not be considered an efficient or effective use of capital, which could 

otherwise be reinvested in the business. 

Sponsoring employers should, therefore decide on their key objectives, which might include minimising 

cash contributions or maximising their credit rating and seek to understand their tolerance for volatility 

and appetite for risk, before considering their options for the pension fund. 

  

Setting objectives
Identify and 

understanding risks 
and costs

Deciding on the 
liability reduction 

exercise to be 
followed

Selecting the best de-
risking investment and 

insurance option for 
all stakeholder
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 Identifying and understanding risks and costs 

Before deciding on a de-risking strategy, it is important that the medical scheme, pension fund or friendly 

society identifies and understand the key risks that are inherent within the scheme, fund or society. 

A high-level feasibility study is an efficient way of determining the costs, and possible savings, of de-

risking strategies.  

 Effecting a liability reduction exercises 

Liability reduction and risk management exercises are effectively techniques which allow a pension fund 

to reduce and re-shape past service liabilities, with the effect of improving the pension fund's funding 

level and reducing the inherent risks. 

This is possible through offering members the opportunity to exercise various options known as liability 

reduction exercise. 

These exercises can reduce the liabilities as the offer made to members is not typically priced on neutral 

terms, so that the value of the benefits being given up is shared between the sponsoring employer and 

the member. 

All these options also serve to improve the pension fund’s buy-out position and will usually improve a 

pension fund’s ongoing funding and accounting position. 

The different options that can be given to members as part of a liability reduction exercise are considered 

in the subsections following. The circumstances when such options can be favourable to members and 

the sponsoring employer is also considered. 

(I) Pension Increase Exchanges (PIEs) 

A pension increase exchange exercise involves offering pensioner members the opportunity to exchange 

their non-statutory future pension increases for a one-off uplift to their current pension.  

Where inflation linked increases are given up, this exercise will reduce the pension fund’s exposure to 

future inflation risk. 

These exercises also reduce the exposure to future longevity risk (the risk that pensioners live longer 

than expected). This is because the obligation to a member with an increasing pension is much more 

highly geared to how long they live compared to a member with a non-increasing pension. 
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(II) Early Retirement Exercises 

An early retirement exercise can be offered to both deferred and active members of a pension fund over 

the age of 55. 

Essentially the key to the success of an early retirement exercise lies with the members' rights to 

commute part of their pension for a tax-free cash lump sum pay-out. However, cash payouts may be 

prohibited or limited by regulations governing pensions funds.  

This payment of this cash is usually exceedingly popular with members taking retirement; no additional 

incentive is usually provided. 

 Selecting the de-risking strategy 

Many different factors influence the decision when deciding on the appropriate de-risking structure for 

a medical scheme, pension fund or friendly society. The factors that impact on the product/structure 

choice and counterparties selected may include the following: 

 The risks being mitigated: It needs to be considered whether all or only some risks such as 

longevity risk, interest rate risk, inflation risk and investment risk must be de-risked. 

 Price: The price of the risk transfer needs to be considered. 

 Timing: How quickly the policy or investment can be concluded to transfer the risk 

 Organisation specific factors: Factors specific to the scheme, fund or society needs to be 

considered. These factors may include data quality, benefit structure and historic compliance. 

 Insurer’s requirements: The insurance company’s requirements also need to be considered, 

including the level of risk that the insurance company wishes to retain and its desired treatment 

of the business. 

  

Inflation risk defined 

Inflation risk is when the inflation is higher than expected. 
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The following methods can be used as part of the de-risking strategy: 

 Adjusting the investment strategy of the medical scheme, pension fund or friendly society: A 

medical scheme, pension fund or friendly society can implement more sophisticated but yet 

transparent investment strategies to capture extra returns in a controlled manner. 

 Entering into an insurance contract: Over the last few years, bulk annuity contracts have 

increased in popularity as a means of removing all investment, inflation and longevity risks 

associated with sections of the medical scheme’s, pension fund’s or friendly society’s benefits. 

Longevity insurance may also be considered especially to reduce or remove the risk of increased 

costs if future improvement in life expectance are greater than anticipated. 

 Hedging with derivatives: Derivatives instruments, for example longevity swaps may be used to 

reduce or remove risks. Unlike with an annuity contract, a derivate hedge allows the scheme, 

fund or society to retain control of the assets. 
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TOPIC 2 CHARACTERISTICS OF THE DIFFERENT TYPES OF FUND POLICIES 

 

2.1 Introduction 

Fund policies may be divided into the following policy types: 

 Buy-in annuities 

 Buy-out annuities 

 Insured self-sufficiency 

The sections following considers the characteristics and features of each type of policies. 

2.2 Buy-in annuity 

A buy-in is a group annuity under which an insurance company agrees to meet the benefit payments for 

a covered group of members for a medical scheme, pension fund or friendly society. Most of the 

investment and longevity risk associated with the covered members is transferred to the insurance 

company. 

LEARNING OUTCOMES 

After studying the topic, the learner should be able to- 

After studying the topic, the learner should be able to- 

 Describe the following types of fund policies:  

o Buy-in annuity 

o Buy-out annuity 

o Longevity insurance 

 Describe the pricing of bulk annuities. 

 Outline the main differences between a buy-in and a buy-out annuity. 
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With a buy-in annuity only a portion of the liabilities of a medical scheme, pension fund or friendly 

society is covered, for example the pensioners in-payment. In some cases, it may be beneficial to 

implement a forward starting buy-in to allow a greater proportion of the members’ benefits to be 

insured than might otherwise be affordable. 

The buy-in annuity pays an income equal to the benefits of the members covered and therefore removes 

the risk of there being insufficient assets to meet those future liabilities. 

A buy-in is an exact match to the covered liabilities and is held by the scheme as an asset alongside other 

investments. Some schemes will hold a buy-in annuity contract as part of their de-risking journey plan 

or as part of an endgame self-sufficiency strategy. 

The medical scheme, pension fund or friendly society retains ultimate responsibility for meeting 

members’ benefits, but the buy-in annuity is designed to ensure that there are always sufficient funds 

available. Under a buy-in annuity, the medical scheme, pension fund or friendly society pay a premium 

to the long-term insurance company to pay the benefits set out in the contract for covered members. 

The insurance premium will typically be paid by the scheme in full at the start of the policy. 

A buy-in annuity can be considered a liability-driven investment (LDI) solution that hedges not only the 

investment risk but also the longevity risk. Like other LDI solutions, it does not eliminate ongoing 

administrative costs. 

 Accounting implications for buy-in annuities 

Under US Generally Accepted Accounting Principles (GAAP), a settlement is an irrevocable action that 

relieves the medical scheme, pension fund or friendly society from member benefit obligations 

(liabilities). Because a buy-in annuity can be unwound and the plan remains formally responsible for 

making benefit payments to participants, no settlement occurs for GAAP purposes. 

Therefore, a buy-in annuity is not classified as a settlement, so there is no immediate settlement charge, 

although there can be a settlement charge if the buy-in annuity is converted to a buy-out annuity at a 

later stage. Any unrecognized losses under GAAP remain as a balance sheet liability and continue to be 

amortized into earnings following the usual schedule. 

 Advantages and disadvantage of a buy-in annuity 

With a buy-in annuity, the medical scheme, pension fund or friendly society can significantly reduce 

market, interest rate, and longevity risk. These risks can be reduced without an immediate, current-year 

effect on reported earnings. 
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The medical scheme, pension fund or friendly society can control the timing of a future conversion to a 

buy-out annuity. Furthermore, there is no accounting settlement; there are no top-up contributions and 

the members are not impacted in any way. 

One potential drawback of a buy-in annuity is that, until the point of conversion to a buy-out annuity, 

the plan would continue to have ongoing expenses, such as administrative fees and premiums. Medical 

schemes, pension funds or  friendly societies may, therefore consider a buy-in annuity as a shorter-term 

solution — an intermediate step on the path to a complete buyout. 

 The key stages of a buy-in annuity 

The key stages of a buy-in annuity are as follow: 

1. Medical scheme, pension fund or friendly society select a group of members to insure. 

2. Medical scheme, pension fund or friendly society make a single premium payment to the 

insurance company in exchange for the insurance policy. 

3. The insurance company issues a buy-in policy that becomes an asset of the medical scheme, 

pension fund or friendly society. 

4. The insurance company invests the premium in a range of assets and receives returns on these 

investments. 

5. The insurance company pays a monthly lump sum to the medical scheme, pension fund or 

friendly society equal to the benefits covered for the individual members insured. 

6. The medical scheme, pension fund or friendly society continues to pay benefits to members. 

7. In the event of a pension fund, the sponsoring employer continues to fund the pension fund for 

any uninsured benefits. 

 

 Termination of a buy-in annuity 

At plan termination, all liabilities would need to be settled and assets would need to be distributed. For 

medical schemes, pension funds and friendly societies covered by the buy-in annuity, usually the 

simplest approach is to convert the buy-in annuity to a buy-out annuity.  

Alternatively, the buy-in annuity may be surrendered, and annuities purchased with another insurance 

company, although surrender penalties would apply. 
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 In conclusion 

Buy-in annuities offer the ability to significantly reduce market, interest rate, and longevity risk without 

an immediate profit and loss hit. A buy-in annuity also sets the stage for the medical scheme, pension 

fund and friendly society to make a later conversion to buy-out annuity.  

The following key features regarding buy-in annuities can be noted: 

 Buy-in annuities removes the risks of investment, longevity, interest rate changes and inflation 

for the members covered by the policy. 

 Buy-in annuities can cover a subset of the liabilities allowing partial de-risking. For example, 

deferred pensioners, current pensioners or subsets of either can be insured separately. 

 A buy-in annuity can be held as an asset of the medical scheme, pension fund or friendly society. 

 Under some buy-in annuity contracts, the premium may be paid by in-specie transfer of the 

assets of the medical scheme, pension fund or friendly society. 

2.3 Buy-out annuity 

A buy-out annuity is an insurance policy issued to each member individually which enables the scheme, 

fund or society to wind up. 

A buy-out annuity is the final stage of the de-risking journey when the pension fund, medical scheme or 

friendly society pass all legal responsibility for administration, payments and communication for the 

members selected to the insurance company. It is normal for all members to be covered so that the 

scheme, fund or society can be wounded up. 

A buy-out annuity may be entered into for a sub-set of the membership, in which case all groups of 

members must continue to be fairly treated. 

All benefits payable under the scheme, fund or society rules must be covered or the rules altered to 

assist the buy-out. This means that normally the first stage of a buy-out annuity is for the insurance 

company to issue a buy-in annuity for any benefits and/or members not already covered by existing buy-

in annuities. 
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Next, the insurance company issues individual annuity policies to the members and deferred members 

covered, and they become the insurance company’s policyholders. The insurance company pays an 

income stream directly to each member selected that is an exact match to the full benefits they are 

entitled to receive.  

Under certain policy contracts, the medical scheme, pension fund or friendly society can purchase 

additional cover to cover any data risk for example, missing beneficiaries and/or data errors. This provide 

more certainty that all members are covered under the buy-out annuity. 

 Accounting implications for a buy-out annuity 

When a traditional non-participating buy-out annuity is purchased, the medical scheme, pension fund 

or friendly society generally applies settlement accounting.  

The member’s liability is removed from the accounting records, as are the assets used to purchase the 

buy-in annuity.  

If the price of the annuity contract exceeds the carrying value of the liability, as is often the case, the 

excess is recorded as a loss in the accounting records.  

Any gains or losses deferred in accumulated other comprehensive income are also recognized in the 

income statement as part of the settlement gain or loss. Special rules apply if only part of the benefit 

obligation is settled. 

Table 2.1: Differences in accounting between buy-in and buy-out annuity 

 
Balance sheet Impact 

Current Income Statement 
Impact 

Future Income Statement 
Impact 

Buy-in 
annuity 

Pension obligation and 
asset remain but may 
change to reflect 
remeasurement values. 
(Buy-in contract is plan 
asset) 

Although there could be a 
gain/loss, it would not be a 
settlement gain/loss 

Continued amortization of 
gain/loss deferred in AOCI. 
Expense could increase if 
expected return on buy-in 
asset is less than previous 
assumed return, but 
expense will be less volatile 

Buy-out 
annuity 

Remove/reduce pension 
obligation and related plan 
assets 

Recognize settlement 
gain/loss of amounts 
deferred in AOCI, including 
the gain/loss arising on 
purchase of annuity 

No future amortization of 
gain/loss deferred in AOCI. 
No expense volatility going 
forward 
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Status 
quo 

No change in pension 
obligation and plan assets 

No gain/loss 

Continued amortization of 
gain/loss deferred in AOCI 
and continued application 
of expected return 
assumption to plan assets 
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i) Advantages and disadvantage of a buy-in annuity 

The advantages of a buy-out annuity policy are as follow: 

 Reduced pension volatility 

 Investment risk protection 

 Longevity risk protection 

 Benefit security 

 Potential for superior yields 

 Reduced administration 

 

The disadvantages are that members might be prejudiced under a buy-out annuity for the following 

reasons: 

 Benefits previously paid at the discretion of the medical scheme, pension fund or friendly society 

might fall away or lead to higher premiums for the scheme, fund or society. 

 There are some differences in the regulatory environment that insurance companies and pension 

schemes operate within. 

 

 The key stages of a buy-in annuity 

The key stages of a buy-out annuity are as follow: 

1. The medical scheme, pension fund or friendly society make a single premium payment to the 

insurance company. 

2. All responsibility for the scheme, fund or society and members transfers to the insurance 

company. 

3. The insurance company is required to hold capital reserves to support the insurance policy. These 

reserves are set at a level such that the insurance company is expected to meet the liabilities, 

even under extreme scenarios. 

4. The  medical scheme, pension fund or friendly society is wound up over a period of time. 
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5. The insurance company issues individual annuity policies to members and they become 

policyholders of the insurance company. Once individual policies have been issued to members, 

the scheme, fund or society and the sponsor employer (if applicable) have fully discharged their 

liability in relation to members. 

6. The insurance company pays members directly and issues any communications required to them 

and their dependents.  

2.4 Difference between a buy-in and a buy-out annuity 

Buy-in annuity contracts and buy-out annuity contracts are typically undertaken by medical schemes, 

pension funds and friendly societies to help manage or reduce risk. While both buy-in annuities and buy-

out annuities seek to reduce risk and secure member benefits, they differ fundamentally in three ways: 

their purpose, practicalities and potential investment impact.  

Consequently, the analysis you should conduct when you consider them needs to be different. The 

subsections following look at these differences. 

 Purpose 

A buy-out annuity is the destination point at which the medical scheme, pension fund or friendly society 

can be confident of securing all the members’ benefits, i.e. an endgame solution. 

A buy-in annuity contracts is a potential investment option to help medical scheme, pension fund or 

friendly society move towards their endgame, which is usually a buy-out if choosing this option. 

 Practicalities 

Under a buy-out annuity, the medical scheme, pension fund or friendly society typically transfer all their 

assets and liabilities to an insurance company. The insurance company takes on legal responsibility for 

fulfilling pension obligations to scheme members. The medical scheme, pension fund or friendly society 

divests all responsibility for the scheme, and scheme members become policyholders with the insurance 

company. This allows the medical scheme, pension fund or friendly society to wind up, extinguishing all 

governance responsibilities. 
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Under a buy-in annuity, the medical scheme, pension fund or friendly society typically transfer some of 

their assets to an insurance company in return for a cashflow stream that reflects the actual pension 

payments for a portion of the membership (the members insured). The insurance company makes 

payments to the scheme, fund or society which in turn makes payments to the pensioners. The medical 

scheme, pension fund or friendly society retain the governance responsibility for managing the whole 

scheme, effectively making the buy-in an asset of the scheme. 

 Potential investment impact 

Once a buy-out annuity is complete, the medical scheme, pension fund or friendly society has wound 

up, and scheme members are individual policyholders with the insurance company. 

Following a buy-in, when looking at the notional portion of the members that have been insured, it can 

appear that there are no investment implications as the members’ liabilities are matched exactly by the 

insurance contract (ignoring any governance costs incurred by the scheme for managing these member 

benefits). However, when considering the scheme or fund as a whole, there can be significant investment 

implications. 

Buy-in annuities for pension funds typically do not cover non-pensioners, and therefore the longer-dated 

and most risky liabilities typically remain uninsured. So, schemes may transfer disproportionately more 

assets than risks to the insurance company. In addition, a buy-inannuity ties up a significant proportion 

of the scheme assets and cannot be reversed – this can reduce the ability to deal with unpredictable 

events. 

The investment implications may be three-fold and is considered in the subsections following. 

(I) Impact on the return required from remaining assets 

A buy-in annuity typically leaves fewer assets under trustee control. Depending on the longer-term 

funding aspirations, this could increase the return needed from the remaining assets, everything else 

being equal – meaning there may be a need to take on more investment risk.  

Additionally, in order to maintain a given liability hedge ratio, a portion of the remaining assets might 

have to be allocated to collateral. This could also push up the required return on the ‘free’ assets. 

(II) Impact on the time to achieve a full buy-out 

The pursuit of higher returns following a buy-in annuity increases the chance of negative returns, 

especially during times of market stress. The alternative – maintaining a lower return target – could lead 

to an increase in the time necessary to achieve a full buy-out. 
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(III) Flexibility to deal with the unpredictable 

Up to the point of a full buy-out there will always be risks affecting the assets or the liabilities that cannot 

be predicted or hedged. Examples could be poor short-term returns, transfer values forcing payments 

earlier than expected, or changes in legislation causing changes to benefits. The illiquid buy-in asset gives 

trustees less flexibility to deal with any setbacks. 

 The analysis when considering buy-out annuities and buy-in annuities needs to be different 

A buy-out annuity is widely deemed the least-risk way to secure payments for all members’ benefits, 

provided the insurance company remains solvent. However, insurers need to comply with stringent 

regulatory restrictions on investments and will also be seeking to generate a profit. This means buy-out 

annuities are typically relatively expensive compared to other options. 

The usual reason medical schemes, pension funds and friendly societies would not pursue a buy-out 

annuity is the inability to afford it. Another reason would be if the medical scheme, pension fund or 

friendly society believe an equivalent outcome could be achieved more cost effectively by adopting an 

investment strategy that incorporates techniques used by insurance companies, but without the 

regulatory and capital constraints insurance companies face. 

When comparing a buy-in annuity to other options, a medical scheme, pension fund or friendly society 

need to consider the impact on their certainty of achieving their target endgame. This involves 

considering the impact on a wider set of measures, such as the return required from remaining assets, 

the fund’s or scheme’s ability to hedge its liabilities, time to achieve the endgame target, and flexibility 

to deal with the unpredictable. 

Table 2.2: Key differences between buy-in and buy-out annuities 

 Buy-out annuity Buy-in annuity 

Purpose Endgame solution 
One option on the path to the 
endgame 

Practicalities 
Transfer all assets and liabilities 

No further governance obligations 

Transfer some assets in return for a 
cashflow stream that reflects some 
liabilities 

Retain all liability and governance 
obligations 

Potential 
investment impact 

No further investment mis-match risk 

Asset that reduces the mis-match risk 
for a notional portion of the 
liabilities, but could increase the time 
to, and cost of, reaching the target 
endgame overall 
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 Buy-out annuity Buy-in annuity 

Analysis required 
when comparing to 
other options 

Cost versus residual risk of managing 
liabilities 

Return required from remaining 
assets 

Ability to hedge the remaining, or 
uninsured, liabilities 

Time to achieve the target endgame 

Flexibility to deal with unpredictable 
event 

 
 

2.5 Longevity insurance 

Longevity insurance is a policy that protect a pension fund against the risk that members live longer than 

expected. 

The longevity policy removes the longevity risk from the pension fund, giving certainty over the length 

of time that the pension fund will be required to make payments. A longevity policy usually only applies 

to pensioner members. 

The pension fund pays a monthly insurance premium and in return receives payments form the 

insurance company in relation to the benefits of covered members. There is no upfront premium and 

the pension fund trustees retain control of the pension fund’s assets. 

Longevity insurance provides protection to a pension fund against the risk that members live longer than 

expected.  As such, it gives certainty to the trustees and sponsoring employer on the length of time they 

will be required to make benefit payments to members. 

Whilst longevity risk is one of the main risks faced by a pension fund, this type of insurance does not 

cover other risks such as inflation risk and interest rate risk 

 The key stages of a longevity insurance policy 

The key stages of a longevity insurance policy are as follow: 

1. A schedule of insurance premium payments is agreed, and these are paid to the insurance 

company by the trustees from the pension fund. These premium payments are often referred to 

as the fixed leg as the payments are defined and do not depend on when members die. Unlike in 

a buy-in or buy-out annuity, there is no upfront premium and the pension fund’s assets remain 

under the control of the trustees. 
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2. In return for the regular premium payments, the insurance company agree to pay the benefits 

set out in the policy for the covered members until they die along with any death benefits, such 

as dependants’ pensions. These benefit payments are often referred to as the floating leg as the 

payments vary and depend on when members die. 

3. Both the fixed and floating legs are typically increased each year to reflect any pension increases 

in payment granted by the pension fund. 

4. The pension fund and sponsoring employer retain ultimate responsibility for meeting members’ 

benefits, although they are protected against longevity risk under the policy. 

5. The contract can also be structured to allow for future conversion to buy-in or buyout. 

2.6 Pricing of bulk annuities 

The cost of purchasing a bulk annuity will sometimes be greater than the value of the liabilities on a 

scheme, fund or society funding and will include a profit and expense margin for the insurance company.  

Pricing for a buy-in annuity is generally expected to be similar to that of a buy-out annuity, but the 

additional flexibility of the unwind provision can add a premium over a buy-out annuity. 

If a medical scheme, pension fund or friendly society wishes to go down the partial buy-out or buy-in 

route, they may need to contribute an additional amount to fund such a policy. This could be required 

up front or could be left to feed through at the next actuarial valuation.  

The medical scheme, pension fund or friendly society will, therefore need to weigh up whether this extra 

cost is justified by the removal of risk and how this fit with the medical scheme, pension fund or friendly 

society’s overall corporate objectives and objectives for the scheme, fund or society. 

In recent years, several new insurance companies have entered the bulk annuity market internationally 

which has increased levels of competitiveness in the market. Medical schemes, pension funds or friendly 

societies looking to explore such an option may be able to obtain quotes by running an auction process 

between insurance companies although this may not be possible for small transactions.  
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However, it is important to appreciate that changes in market conditions could force prices up making 

the policy unaffordable. Therefore, running an efficient auction process and being prepared to transact 

quickly can be key to successfully completing a deal. It is recommended that careful preparation is 

completed, and an estimate of affordability is obtained before formal quotes are requested. 

An important part of this process is reviewing and cleaning the membership data. If insurance companies 

are provided with data that is incomplete or inaccurate, they may be forced to incorporate wider 

uncertainty margins into their pricing, resulting in more expensive quotes. Medical schemes, pension 

funds or friendly societies should also be wary of unknown members coming out of the 'woodwork' as a 

result of data validating exercises which will increase the cost of a wind-up. 

  

The Mercer US Pension Buyout Index tracks buy-out annuity pricing for a sample pension funds on 

a monthly basis. Typically, this index has shown estimated annuity prices to be less than 110% of 

the related accounting liability.  

However, pricing can vary by plan. It is also important to bear in mind that this index value reflects 

average plan sponsor practices with respect to actuarial assumptions, including mortality.  
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