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High inflation and rising interest rates:

Should DB Trustees be worried?

Many in the pensions industry have never experienced high inflation and high interest rates in
their working lives.

There is plenty of commentary to say that the current fuel crisis, high inflation and rising interest
rates will be a short term blip rather than a repeat of the 1970s. Blip or not, now is the time for
Trustees to reassess what the current economic situation means for their schemes. Good risk
management is about reacting appropriately to evolving circumstances.

What should we be doing about our investments?

Many schemes will have determined their investment strategy and asset allocation in a very
different economic climate. A healthy debate with your investment advisers on issues such as
asset allocation, expected rate of return to meet funding objectives, de-risking and re-risking all
in the light of the scheme’s circumstances is good governance.

What about the role of hedging?

Most schemes will have some hedging of inflation and interest rates. The extent of hedging will
dictate how well the scheme’s assets are performing in the current environment when compared
to the liabilities.

As interest rates rise, liabilities fall. This causes collateral calls which need to be met to maintain
the hedges by selling other assets. The schemes assets are falling but the funding level is being
maintained or improved. These circumstances can present new risks to some schemes which
Trustees should be thinking about with their investment advisers.

What should schemes be doing about the large collateral calls from interest rate hedging?

Interest rates have risen rapidly. Paying large collateral calls is more common.

When facing large collateral calls there are three things that Trustees should be thinking about
with their investment advisers and their sponsor:

What assets should the Trustees sell to meet collateral calls and how does that impact on the
expected rate of return the scheme needs to address its funding objectives?

Does the basis of the current investment strategy remain valid in today's market conditions?
Do the Trustees now need to revisit previous asset allocation and hedging policy decisions?

Trustees need to be nimble and have the right governance structure in place to act to collateral
calls whilst also considering the strategic investment issues.
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What about inflation hedging?

In so far as inflation hedging is in place, this is now doing its job!

What about Trustee legal duties?

More generally, from a legal perspective, the key is to monitor and manage risk and investment
objectives properly. This involves “kicking the tyres” on past decisions in the light of current
circumstances to make sure those decisions remain valid. Scenario testing is the ideal way of

addressing this.

What are the key benefit issues?

For the first time in decades the maximum rate at which many pensions in payment increase is
being outstripped by inflation. This does raise questions for Trustees especially of well-funded
schemes.

Can Trustees pay inflation busting pension increases to pensioners?

This is entirely dependent on the rules of the scheme. Some Trustees will have this power; some

won't.

This is not always a matter of discretion, but where it is Trustees must properly consider all of
the issues regardless of the end decision.

Where Trustees are considering discretionary increases and sponsor agreement is needed,
Trustees should seek it, even if the answer is likely to be “no”.

For better funded schemes more thought is needed. It’s a balance between funding, covenant,
journey planning and risk because it’s a long term decision. The traditional wisdom of paying no
discretionary benefits needs to be set aside so that decisions are made properly. Documenting
these decisions will be an important protection in the face of member scrutiny.

What about the position of deferreds?

Revaluation of deferred benefits is also capped at rates well below the current rate of inflation,
but because of a quirk in the statutory revaluation rules may not hit most deferreds as hard as
pensioners.

Where deferreds may see more benefit related issues is likely to be around member options
such as transfers, commutation and retirement factors. Trustees should be asking the actuary if
there is any need to be concerned about any of the factors which justify a review.

Should Trustees be communicating with members about inflation?

There is no need to write to members specifically about higher inflation. There is a need to
consider more routine member communications through the eyes of financial realities for
members. In particular, care is needed when communicating improved scheme funding
especially if there is no appetite to pay extra increases.

Pensioners are feeling the pinch. They may expect higher than inflation pension increases and
ask for them. If extra help can be made available to members, Trustees should consider it.
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Do we need to worry about scammers?

Absolutely. Unfortunately, the more difficult the world we live in, the more likely dishonourable
people try and take advantage. Take every opportunity to remind members of the risk.

What next?

We have been living in “interesting times” for a few years now. We have become accustomed
to a benign economic environment. That is now being challenged. If Trustees are to live up to
their legal duties to members, they need to actively consider all key aspects of their scheme’s
operations through the lens of new circumstances.
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Please note that this document is not a statement of the law and is intended for general information purposes only. It does not constitute
advice and Arc Pensions Law is not responsible for any result arising from reliance on its content. Specific advice should be taken if you

think any of the matters referred to affect you — please contact us if we can help.

If you no longer wish to receive these communications from us, please do let us know and we will update our records.
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