
New Approaches to Economic Challenges [A4]
Fostering long-term investment and responding 
to the challenges of ageing and longevity-ageing 
and risk contribution

Theme of The projecT

Uncertainty about future improvements in life 
expectancy is a lasting challenge related to age-
ing…

The main driver of population ageing (e.g. in-
crease in the average age of the population) is 
improvements in mortality and life expectancy. 
The “baby boom” is a temporary factor, while 
improvements in life expectancy are perma-
nent (barring wars and/or epidemics). Future 
improvements in mortality and life expectancy 
are, however, uncertain. Hence, longevity risk 
stems from the uncertainty about future im-
provements in mortality and life expectancy. 

… that increases longevity risks for pension sys-
tems, in particular 

Pension systems are vulnerable to longevity 
risk insofar as long-term promises are fixed 
in nature, as any increase in life expectan-
cy lengthens expected payments. For pen-
sion plans (e.g., defined contribution) where 
retirement income is linked to the financial 
performance of funds accumulated by plan 
members, longevity risk lies with individuals; 
in this respect, the impact of longevity risk 
on funded pensions may lead individuals to 
poverty as they may not accumulate enough 
funds to finance retirements that may turn 
out to be longer than planned. The solution in 
this context is to have individuals buy annuity 
products that can offer a steady stream of re-
tirement income. The “OECD Roadmap for the 
Good Design of Retirement Saving Plans” rec-
ommends default partial annuitisation to pro-
vide protection from longevity risk in pension 
arrangements, whereby benefits depend on 
the amount of assets accumulated instead of a 
promised retirement income. Partial annuitisa-
tion of the payout phase introduces, however, 
risks for annuity providers.

…which call for enhanced risk management 
within pension funds and annuity providers 

Pension funds and annuity providers need suit-
able financial instruments to be able to hedge 
longevity risk. This in turn may encourage the 
supply of annuities. 

resulTs of The work sTream

Pension funds and annuity providers can use 
different instruments to manage their longevity 
risk.

The types of financial instruments to manage 
longevity risk available include buy-ins and 
buy-outs and longevity hedges. The latter can 
take the form of forwards contracts (payments 
at maturity, no up-front disbursements), 
longevity bonds (regular payments, coupons, 
up-front disbursement) and longevity swaps 
(regular payments, no up-front disbursements).

Buy-outs and buy-ins simply transfer all the 
longevity risk to other actors...

Buy-ins and buy-outs are not long-term 
capital market solutions because they are 
about transferring the entire risk instead of 
allowing longevity risk to be hedged (different 
institutions may want to hedge different 
shares of their longevity risk).

… while longevity hedges reduce the risk exposure 
of pension funds and annuity providers.

Forward contracts and longevity swaps 
are relatively more attractive risk hedging 
products than longevity bonds because they 
do not require upfront funding. Longevity 
swaps are more useful than forward contracts 
in managing longevity risk as they provide for 
regular payments, compared with only a single 
payment at maturity for forward contracts. 
Longevity swaps based on survival rates are 
more attractive than similar contracts based 
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on mortality rates because the former are more 
closely linked to the actual longevity experience 
of pension funds and insurers.

There is, however, a potential misalignment of 
incentives between hedging parties and investors.

Private investors are interested in standardised 
longevity hedges (indexed-based hedges), 
while the pension funds and annuity 
providers are more interested in individualised 
longevity hedges (bespoke longevity hedges). 
Insurance companies and reinsurers, by acting 
as intermediaries, bundling into pools the 
individual hedges pension funds and annuity 
providers desire, and selling standardised 
hedges to private investors, can play a role in 
helping develop capital market solutions for 
hedging longevity risk.

New approaches 

 The project assessed the longevity risk to which 
pension funds and annuity providers may be 
exposed by reviewing standard mortality tables 
used in different countries and identifying 
policies that could be adopted to mitigate this 
risk.

Standardisation, liquidity and transparency are 
needed to manage and hedge longevity risk.

Up-to-date mortality tables as well as realistic 
assumptions that include future mortality and 
life expectancy developments would help in 
estimating the amount of longevity risk. Better 
risk management could be reflected in capital 
reserving requirements to provide incentives 
to pension funds and annuity providers to 
use longevity hedges. It may be crucial that 
regulatory systems worldwide allow pension 
funds and annuity providers that hedge their 
longevity risk to have lower capital requirements 
than those that do not hedge their longevity 
risk. Reference points for pricing longevity risk 
and some publicly available information could 
be used by potential market participants to 
enter the market.

policy implicaTioNs

Governments can play an important role in 
encouraging standardisation and transparency… 

The challenges encountered in forecasting 
in the recent crisis have led to changes in 
forecasting techniques in the OECD, drawing 
on OECD experience and in consultations with 
experts form the IMF, World Bank, European 
Commission and European Central Bank. These 
improvements are ongoing. 

…and in developing capital market solutions.

Governments could also consider issuing 
longevity indexed bonds (LIBs) to provide 
liquidity, standardisation, and benchmarking 
for pricing. Government issuance of LIBs 
doesn’t necessarily mean that governments 
have to take on all the longevity risk extant 
in the market from annuity providers and/or 
pension funds. That may be far from advisable 
as governments already hold on their balance 
sheets a lot of longevity risk from their PAYG-
financed public pensions. The actual idea of 
issuing LIBs is that governments will jump-start 
the market by absorbing a small proportion of 
the longevity risk and will bring in the positive 
effects mentioned above.  


