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At Sun Life Financial, we believe that annuities will play 
a greater role going forward in helping defined benefit 
(DB) pension plan sponsors manage longevity and 
investment risk. However, annuities rarely get discussed 
at pension committee meetings or receive any air time 
at industry conferences. As a result, a number of myths 
have developed over the years that we hope to dispel 
in this edition of DB Solutions InSights.

In particular, you’ll learn that:

• Annuity prices are at their lowest level in more than five years.

•  Robust reserve and capital rules and comprehensive risk 
management practices protect the benefit security of 
annuitants.

•  The Canadian group annuity market has more than doubled 
over the past four years and is likely to expand further to meet 
expected increased demand.

•  A wide variety of annuity options are possible, including those 
with inflation-linked characteristics.

•  The process of preparing an annuity quote is relatively 
straightforward and numbers can be turned around within one 
to two weeks.

Myth #1:  
Annuities are expensive

The belief that annuities are expensive is widely held in the 
pension consulting and plan sponsor community, and is often cited 
as a reason to avoid an annuity purchase.

Insurance companies price annuities based on the fixed income 
asset yields that are available in the public and private market 
to back the annuity reserves. In general, annuity pricing follows 
corporate yields with adjustments for credit default, capital 
requirements, profit, expenses and margins for adverse deviation. 
The high current corporate yields mean that annuity prices are at 
their lowest level in more than five years, even after adjusting for 
these factors.

There are several yardsticks by which plan sponsors can judge the 
relative cost of an annuity purchase: solvency/wind-up, accounting 
and going-concern. Each of these methods of measuring pension 
plan liabilities is determined using different sets of assumptions, so 
can produce very different values.

Of particular interest is the solvency/wind-up basis that actuaries 
use when they perform actuarial valuations of DB plans. This 
basis is set by the Pension Plan Financial Reporting Committee 
(“PPFRC”) of the Canadian Institute of Actuaries and is intended to 
be a proxy for the actual cost of purchasing annuities. However, 
recent turmoil in the financial markets has made it difficult for the 
PPFRC to assess annuity purchase rates. For some plans, the current 
PPFRC guidance overstates the cost of purchasing annuities which 
may result in the actual cost being less than the January 1, 2009 
solvency/wind-up liabilities held by the DB plan. 



The actual price for an annuity purchase depends upon a number 
of factors, including the DB plan’s demographics and the assets 
available in the market to back the annuities being quoted. Pension 
consultants and plan sponsors who have received annuity quotes 
in 2009 have generally been surprised at the relatively low cost of 
the annuity purchase, making such a purchase a very attractive way 
to remove investment and longevity risk from the DB plan.

Myth #2:  
Purchasing annuities is risky in today’s environment 

Given the recent financial market turmoil, some plan sponsors 
are concerned that purchasing annuities in today’s environment 
exposes them to additional fiduciary risk.

The facts are a little more interesting and a lot more complicated. 
In many ways a pension plan is like an insurance company that 
has been created to provide a single product (annuities) to a 
designated customer base (plan members). A DB plan does not 
have to abide by the same robust reserve and capital rules that 
govern life insurance companies. Nor, in most cases, is a DB plan’s 
governance and risk management processes as well developed as 
those of an insurance company. For example:

•  Insurance companies typically use only fixed income assets to 
back their annuity reserves (i.e., liabilities). The cash flows and 
duration of these fixed income assets are tightly matched to 
the cash flows and duration of the expected annuity payments. 
In addition, margins for adverse deviation are included 
when calculating the reserves. Contrast this to a typical DB 
plan’s asset mix, which is heavily weighted in equities and 
mismatched to the plan’s underlying liabilities, whose value is 
linked to long-term fixed income yields. 

•  An insurance company also holds regulatory capital, which 
is an additional buffer in the event that actual experience is 
different than expected. Contrast this to a typical DB plan, 
which has struggled recently to be fully funded and has met 
additional contribution requirements by diverting cash from 
day-to-day business operations, debt repayments, dividend 
payments and other important uses. 

•  Most insurance companies monitor their assets and liabilities 
on a weekly or even daily basis. As a result, any experience 
different than expected is discovered and addressed very 
quickly. Contrast this to a typical DB plan which has quarterly 
or semi-annual pension committee meetings and performs 
annual or triennial actuarial valuations. It is more difficult for 
many plan sponsors to react in a timely manner to adverse 
events, which can prove costly. 

Annuities provided by insurance companies are eligible for Assuris 
coverage.  This coverage offers protection on annuity payments up 
to certain dollar limits and can be compared to protection under 
the Pension Benefits Guarantee Fund currently available only in 
Ontario.

There is no doubt that the plan sponsor must engage in proper 
due diligence when contemplating an annuity purchase from 
an insurance company. Care must be taken to understand the 
insurance company’s claims paying ratings and capital ratios. 
However, in many cases the insurance company will have a higher 
rating than the plan sponsor, further supporting the relative 
benefits of purchasing annuities.

Myth #3:  
There is no market for inflation-linked annuities

Most insurance companies’ risk management policies require 
that inflation-linked annuities be backed with inflation-linked 
assets. Unfortunately, both the primary and secondary markets for 
inflation-linked assets in Canada are thin since few issues come to 
market and those that do are usually bought and held.

That said, it’s important to differentiate between annuities with 
capped indexing (e.g., annual increases equal to 60% of the 
Consumer Price Index (CPI) capped at 3%) and those with uncapped 
indexing (e.g., annual increases equal to 60% of CPI). From a risk 
management point of view, capped indexing is easier for an 
insurance company to hedge against than uncapped indexing. As 
a result, the market for capped indexed annuities has historically 
been stronger.

In recent years, there has been an increase in inflation-linked 
private placements, such as those associated with infrastructure 
projects. Depending on the nature of the private placements 
backing future infrastructure projects, there may be an increased 
willingness by insurance companies to quote on uncapped indexed 
annuities.



Myth #4:  
The Canadian annuity market is small

The Canadian group annuity market was about $1 billion in each of 
the past three years. However, it more than doubled from about 
$400 million in 2004 to $1 billion in 2006 with insurance companies 
expanding capacity to accommodate increased demand. We’re not 
aware of any annuity purchases that came to market in the last 
few years that were not placed due to lack of capacity. While the 
group annuity market has been similar in size in each of the past 
three years, insurers are likely to respond to increased demand by 
DB plan sponsors.

The UK market is an interesting example of how capacity has 
expanded to follow demand. The UK market was about £1 billion(1)  
in 2004, £3 billion in 2007(1) and £8 billion(1) in 2008. In 2009 the 
market is expected to top £10 billion(1) assuming that financial 
markets return to a more normal state. The increased capacity 
in the UK was created by the entry of new players in a market 
traditionally dominated by Legal & General and Prudential. 

One solution for managing large cases is to break up a single large 
annuity purchase into several smaller purchases. This tranching 
is generally done over a one to two year period for capacity 
considerations, as well as dollar cost averaging considerations.

(1)  Pension Capital Strategies.  Buyout Market Watch - February 2009

Myth #5:  
An annuity purchase is administratively  
time-consuming

The process of preparing an annuity purchase quote is very 
straightforward with most quotes capable of being turned around 
within one or two weeks.

In most cases the information needed is the same data that is used 
to prepare pension valuations and should be readily available. In 
addition, most insurance companies allow post-close adjustments 
for small data changes such as incorrect dates of birth so the initial 
data provided for a quote doesn’t have to be 100% accurate.

The movement in the UK market towards time-consuming 
underwriting of longevity by various socioeconomic factors, such 
as the postal code, hasn’t found its way to Canada yet. This may 
be because the Canadian population is more mobile than the 
UK population, rendering postal code an imperfect predictor of 
longevity. 

Hopefully, we’ve clarified a number of misconceptions about 
annuities. They are an effective vehicle to help DB plan sponsors 
manage longevity and investment risk and are especially attractive 
in today’s environment. Sun Life Financial is pleased to work with 
plan sponsors and consultants to create customized annuity 
solutions.
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Sun Life Financial is a leading international financial services 
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and corporate customers. Chartered in 1865, Sun Life 
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