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Banks and insurers have led the way in originating and structuring the vast majority of longevity 

swap transactions to date, yet pension schemes are increasingly showing interest in hedging 

their longevity risk directly with the re-insurance market.  Deciding on the most suitable 

counterparty to face, and the best way to do it, requires pension schemes to assess their options 

in terms of cost, counterparty credit risk, flexibility of collateral  arrangements and how the 

potential deal may influence a future buyout, says Hugo James, CEO of PensionsFirst Capital 

 

While banks and, to a lesser extent, insurers, have driven the development of the longevity swap 

market in the UK, neither have shown much appetite for holding this risk on their balance 

sheets. Put simply, banks entered the market as they saw an opportunity to make a spread 

between the price at which they could source longevity risk and the price at which they could 

hedge it. Meanwhile, the majority of insurers have little appetite to hold significant longevity 

risk on balance sheet as they are either overweight from their existing annuity businesses or 

mono-line insurers with no offsetting risks. As such, it is the reinsurance market, which has 

significant mortality risk to offset, that has historically been the ultimate holder of longevity risk.   

On the face of it, this presents pension schemes 

with two options when transacting on a longevity 

swap: go via an intermediary, or transact directly 

with one of the traditional re-insurers, such as 

Swiss Re, which has been active in taking on 

longevity risk through its insurance subsidiary 

ReAssure (formerly Windsor Life). However, 

supply via this route is finite owing to the fact that 

most reinsurers either do not wish to transact 

directly, and/or can’t because of legal or 

regulatory issues.  

As such, pension schemes should also consider a 

third, more innovative option of using a structure 

involving a special insurance company that exists 

only as a conduit to pass through longevity risk to 

the reinsurance market. This option gives the 

scheme access to the full depth and breadth of the 

reinsurance market without using a bank or 

conventional insurer to front the transaction 

But this begs the question; why should pension 

schemes consider by-passing the intermediary to access the terms of the reinsurance market 

directly? The answer becomes clearer when the options are assessed in terms of cost, 
counterparty credit risk, flexibility of collateral arrangements and the ability to unwind or novate the 

contract as part of a subsequent buyout transaction. 
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Longevity swap cost breakdown: Intermediary costs come to the fore  

For a pension scheme to decide upon the best way to reduce its risk exposure, it must first have 

an understanding of the components that make up the cost of a longevity swap: 

1) The difference between the scheme’s view of future mortality improvements and the 

ultimate risk taker’s view  

2) The fee that the ultimate risk taker charges to hedge the liability 

3) The intermediary fee charged by the bank or insurer.  

If we assume that the scheme's view of longevity is consistent with the reinsurer’s, then the cost 

of a longevity swap is made up purely of fees. And regardless of the swap provider, the ultimate 

risk-taker will more than likely be a re-insurer, which means that we can also disregard its 

hedging fee (which is usually in the region of 5% of the liability) as a point of differentiation.  

Hence, the key discussion is whether it makes sense to pay a significant intermediation cost – 

which is often around 1.5-2% of the liability and can account for as much as 20-25% of the total 

cost of the swap – to hedge longevity through a bank or insurer.  

The intermediary charges this fee in respect of its overheads, including the cost of structuring 

the deal, ongoing administration and, most significantly, the cost of the regulatory capital it 

needs to hold to intermediate the swap. This capital is made up of counterparty credit charges 

with regards to the reinsurers faced, as well as capital held against any basis risk it retains 

where the contract it has written does not exactly match that of the reinsurers on the other side 

of the transaction. 

While the logic behind the size of this premium may therefore be clear, the benefit derived by 

the pension scheme is less so.  It may be that the intermediary matches the actual scheme 

benefits for example, whereas reinsurers may be inclined to provide a less exact match. Even so, 

it seems a high price to pay.  

Credit exposure and flexibility of collateral terms 

Entering into a swap contract involves taking on the risk that the provider defaults on its 

commitments, which brings to light two further considerations; firstly, the scheme’s credit exposure 

in facing the provider and, secondly, the terms of the collateral arrangements that offer both parties 

protection in the event of default. 

 

When assessing the three options outlined at the outset, therefore, schemes should consider the 

financial strength of the provider or providers they will face. Potentially this is another area where 

intermediaries can justify their premium if they are a stronger counterparty than the re-insurer, as 

the ultimate risk-taker. Given that most re-insurers are highly rated multinational companies, 

however, it is rare that the intermediary provides credit enhancement. 

 

So, from a credit perspective, schemes may prefer to face a reinsurer directly and in doing so 

avoid the cost of intermediation. Yet, for a large transaction, it may be desirable to diversify the 

scheme's credit exposure. What’s more, in some instances the sum total of the transaction may 

exceed the deal capacity limits of some reinsurers thus requiring a syndicate of ultimate risk 

takers to achieve the volume to get the deal done. In both of these cases, the requirements point 

towards using a fully transparent insurance structure which allows schemes to create a bespoke 



 

deal which can then be easily replicated if they wish to hedge further tranches of risk in the 

future. 

Of course, even when facing a strong counterparty, longevity swaps are typically collateralised to 

minimise any losses in the unlikely event of default. Yet schemes must ensure that these collateral 

arrangements offer protection without being restrictive or burdensome and that the collateral terms 

can be serviced without jeopardising investment objectives. 

The range of assets which a swap provider will allow as collateral is subsequently important and 

is often driven by its ability to re-post it to another counterparty, which in part will depend on 

the provider’s motivations and regulatory regime. In this respect, the reinsurance market may 

once more offer the preferable solution – offering schemes more flexibility to post assets such as 

high-quality corporate credit as collateral. As a further consideration, there may also be 

differences between intermediaries and reinsurers with regards to the terms that are acceptable 

for the frequency of swap valuation, and the frequency with which collateral calls are made. 

Having an understanding of some of these issues allows schemes to choose the deal that makes 

most sense to them, in terms of the providers they would like to use – be they an intermediary, 

reinsurer, or via a more innovative route – and their counterparty exposure and collateral 

terms. 

The next steps: Navigating the path to buy-in/buyout 

Longevity swaps are often used by pension schemes as one step on their journey towards a 

buyout, hence some planning as to how the swap could be novated (or unwound) in order to 

transfer the longevity hedge to an insurer as part of a future buy-in or buyout transaction is 

necessary.   

Under the intermediated model there are a couple of options. Schemes could novate the contract 

to have the insurer face the intermediary in the scheme's place, although the insurer’s appetite 

to do this will depend on the intermediary, its credit quality and the way the contract has been 

structured. In most cases, however, the insurer is likely to prefer the status quo and face the 

reinsurance market directly (indeed, they may have similar reinsurance agreements in place 

with the reinsurers). And so the alternative is for the scheme to unwind the structure and 

novate the reinsurance to face the insurer rather than the intermediary, although this may be 

costly as the intermediary is likely to charge a significant fee to do this in respect of the lost 

income from unwinding the trade. 

Again, accessing the reinsurance market directly offers schemes the most flexibility – in this 

respect it should be relatively straightforward to novate acceptable reinsurance agreements 

across without having to pay significant unwind fees to an intermediary. 

By going through this procedure of analysing the implications of all options open to them when 

conducting a longevity swap, pension schemes should be in a much better position to reduce 

their overall risk exposure in a transparent, cost-effective and flexible manner, moving them 

well on the way to an insurer’s best estimate of the liability. As such, they can reduce the future 

cost of a buyout, which should be the ultimate aim for all. 

 

 

 


