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The right time
What is the optimal time to buy-in 
or buyout? Myles Pink discusses 
Trustees and corporate sponsors often ask this question so they 
can plan when to devote resources to insurance de-risking. The 
cost of insuring defi ned benefi t obligations is driven, in large 
part, by insurers’ pricing discount rates which are in turn driven 
by the so-called risk free rate and a liquidity premium (being the 
extra yield that a long term buy-and-hold investor can earn 
after a deduction has been made for credit risk). Intuitively, one 
might think that annuities are cheaper for all pension schemes 
when interest rates are high and liquidity is scarce.

This is true in absolute terms; annuity premiums will be lower 
in high interest rate, low liquidity environments. However, the 
question of affordability for any pension scheme is relative: 
picking the “optimal time” becomes an asset allocation decision 
based on a comparison of the implied risk-adjusted yield of the 
assets owned by the pension scheme with the insurer’s pricing 
discount rate.

No one set of market conditions provides the best time for all 
pension schemes to purchase annuities. One example of this is 
a phenomenon that may have peaked in the summer of 2012. 
The fall in real yields over the previous 9 months had led to an 
increase in the absolute cost of insurance. For many schemes, 
the value of their assets either fell in absolute terms or rose but 
not by as much as their liabilities – so the cost of insurance rose 
relative to asset values. However, for pension schemes that held 
any UK gilts during this period, the gap between gilt values and 
insurance cost closed, in some cases nearly to zero. For those 
pension schemes, the best time to insure for many years had 
arrived even though for others, the cost of insurance appeared 
prohibitively high.

Since last summer, insurers have had a number of enquiries 
from pension schemes that have low defi cits in low interest rate 
environments. These pension schemes are looking to use their 
low yielding gilts to purchase insurance which, by comparison, 
offers an attractive implied yield (including the cost of longevity, 
infl ation and other protections). However, if interest rates rise 
– as we have seen over recent weeks – it may not be these 
pension schemes for which annuities are most attractive, but 
instead it will be other pension schemes operating different 
asset strategies.

Trustees should understand how the relationship between 
their investment strategy and their scheme’s benefi t structure is 
infl uenced by the macroeconomic environment. They can 
prepare for buy-in or buyout by cleansing their data and 
working through key contractual terms. They should do this 
irrespective of current absolute premium levels and be ready to 
purchase annuities if the level of insurers’ pricing discount rates 
relative to their asset yields looks attractive. Most insurers can 
provide frequent asset and premium valuations to help trustees 
pick their “optimal time” to secure members’ benefi ts.  

Myles Pink is Co-head of business 
development at Rothesay Life.
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PHASES OF 
DEVELOPMENT OF  
LIABILITY-DRIVEN 
INVESTMENT

By 2005-06, LDI assets were mainly bonds 

– predominantly gilts and index-linked gilts – 

and the allocation was orientated towards a 

perfect match of the scheme’s liabilities.

Derivatives and swaps were added into 

the mix to allow the whole process to be 

managed more accurately and more easily. 

Most implemented a hedge larger than the physical 

amount of assets and liabilities. It’s not exact, 

but allows schemes to do things separately and 

determine how many assets to allocate to matching 

liabilities or seeking returns. The individual scheme 

can determine how much protection they want the 

LDI pool to provide. 

This was a major step forward in sophistication and 

many schemes adopted LDI at this point.

Schemes started using – or could gain 

access to – a better range of instruments. 

They started to think more carefully about 

gilts, swaps, asset swaps, repos and how they can 

be used. This helps you to protect against interest 

rate movements by giving fund managers greater 

fl exibility in the tools they can use to deliver 

what trustees require.
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