











pension fund is protected from changes in the interest rate environment.
Indeed, insome cases it may be possible to use interest rate swaps to
almost completely eliminate interest rate risk by entering into a swap
where collateral flows are designed to offset movements in the present
value of the liabilities caused by changes in the interest rate environment.

Pension funds and inflation swaps

One of the most important swaps for pension funds is the inflation
swap. These contracts have attracted the attention of pension fund
trustees because a significant amount of the pension promises
made by UK DB pension schemes are inflation-linked. That is,
scheme members are entitled to a pension in retirement that will
rise with inflation, thus helping to ensure that the value of the
pension is not eroded by inflation while the scheme member enjoys
their retirement. Inflation swaps can help pension funds manage the
risk associated with the inflation element of the pension promise.

These inflation-linked pension promises are often made with limits
upon the amount of inflation related uplift that the pensioner can
benefit from. These are known as limited price indexation (LPI)
pension promises. A common LPI pension promise might be LPI (0,5).
This means that the pension in payment can rise by as much as 5.0%
depending upon the inflation background, but cannot be uplifted by
more than this in any one year. Conversely, the pension cannot be
reduced if inflation becomes negative, that is, falls below zero.

Because of these inflation-related promises many pension schemes
are exposed to increases in future inflation since the pension
payments they will need to make will rise if inflation rises. Some
schemes have used inflation swaps to minimise the risk to their
schemes from higher future inflation.

Of course the inflation exposure would not exist if a pension scheme
can get another party to commit to making the inflation-related
payments. In effect this is what happens with an inflation swap. The
swap counterparty agrees to make inflation-linked payments to the
pension fund. In return, the pension fund commits to making a fixed
payment to the swap counterparty. The cost to the pension fund is
the fixed payment it must make for the life of the swap. The basic
mechanics of this swap transaction are shown in Exhibit 4.

Exhibit 4: Mechanics of an inflation swap
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At the outset of the swap no payments change hands, and the
swap payments are based upon a notional amount, say £100m. The
swap can be thought of as consisting of two bonds: a £100m bond
issued by the pension scheme which makes a fixed coupon payment
and is bought by the swap counterparty; and an inflation-linked
bond (see Bond types) which is issued by the swap counterparty
and which has both its coupon and redemption values linked to
inflation. This is bought by the pension fund. At the outset of

the swap the payments on both bonds are calculated so that the
present values of both bonds are equal.

A rise in inflation

Suppose that inflation rises. This means that the liabilities of the
pension scheme will rise. But the present value of the fixed bond
issued by the pension fund will fall in value (since the discount
rate given by the inflation rate has risen). Therefore, collateral will
flow from the swap counterparty to the pension fund because the
inflation-linked bond that they hold is now more valuable than
the present value of the bond held by the swap counterparty. If
calculated correctly, this collateral flow to the pension fund will be
enough to offset the increase in the value of its liabilities.

A fall in inflation

Suppose now that inflation falls. This means that the liabilities of
the pension scheme will fall. But the present value of the fixed bond
issued by the pension fund will rise in value (since the discount rate
given by the inflation rate has fallen). Therefore collateral will flow
from the pension fund to the swap counterparty because the fixed
income bond that the counterparty holds is now more valuable than
the present value of the inflation-linked bond held by the pension
fund. If calculated correctly, this collateral flow from the pension
fund will be offset by the decrease in the value of its liabilities.

This example shows how it is this flow of collateral that is the key to
protecting the scheme from the volatility of future inflation.

In some cases it may be possible to use inflation swaps to almost
completely eliminate the risk associated with future inflation, by
entering into a swap where collateral flows are designed to offset
movements in the value of the liabilities caused by changes in the
inflation environment.
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