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As liability-driven investing (LDI) has become mainstream over the past 15 years, many pension plans have 
started their LDI initiatives by first setting up a program to manage interest rates. These programs seek 
to diminish or eliminate the impact of changes in interest rates on their plan’s surplus. Typically, advisors 
examine the plan’s assets and liabilities and fill any duration gaps using a customized portfolio of physical 
cash bonds or interest rate derivatives. 

Key takeaways
» An interest rate management program can be impactful for a pension plan but can’t do everything. It 

can reduce the risk to the plan from interest rates on liability valuations but can’t mitigate the relative 
performance of the plan’s growth assets versus the required rate of return or protect against reduction of 
assets through the payment of retirement benefits.

» Plan sponsors can be left with significant unintended positions on interest rates. Assets that are not matched 
to liabilities can result in potentially large surplus moves if yields change meaningfully.

» By using capital-efficient interest rate derivatives, we believe an LDI overlay can materially reduce interest 
rate risk while having only a small impact on the amount invested in growth assets. Investors need to assess 
an interest rate management program on its reduction of surplus volatility, not on its absolute performance.
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When talking to investors about such programs, we’ve 
noted a number of frequent misconceptions about what 
exactly this kind of LDI program can achieve—and, just as 
importantly, what it can’t. In this paper we discuss our top 
items for consideration by clients considering an interest 
rate management program.

Interest rate derivatives can mimic bond 
durations while freeing capital 
Many plan sponsors are aware of the mismatch between 
the interest rate exposures in their assets and liabilities. 
However, in many of our client conversations, this 
mismatch isn’t representative of an intentional interest 
rate bet, meaning sponsors don’t have a strong view on 
the future direction of interest rates. Instead sponsors are 
reluctant to reduce this mismatch by investing in bonds, 
since this would require allocating capital to low-return 
fixed income strategies. Plan sponsors can try to meet 
their required return targets by investing in growth assets, 
but they may simply not have enough assets remaining to 
cover their interest rate hedging needs.

We believe an LDI overlay can be very productive in this 
situation, since interest rate derivatives can mimic the 
key rate duration profile of a bond portfolio with a high 
degree of precision while only consuming a fraction of 
the capital—as little as 10% of the corresponding amount 
needs to be invested in bonds in many cases. By starting 

an LDI program focused on derivatives, plans can help 
dramatically reduce the impact of interest rate movements 
on their funded status while not negatively impacting the 
expected return on assets. Taken further, using an LDI 
overlay to address interest rate exposure can free capital to 
be invested in strategies where risk is expected to be better 
rewarded and expected returns are increased.

Interest rate management is a form  
of hedging, not a source of return
Interest rate management requires pensions to change their 
focus from the total return of their assets to the changes 
in value of their assets and liabilities in tandem. We can’t 
measure a program’s success or failure by how well it 
performed versus a return target or published benchmark. 
Instead the client must keep in mind that the goal for these 
programs is to offset the impact of interest rate exposures 
in the plan’s liabilities. To the extent that a plan’s liabilities 
increase because of falling interest rates, the program 
should produce a countervailing profit: If investors add the 
loss from the increase in a plan’s liabilities to the gains from 
the program, the net gain or loss should be minor. However, 
the opposite scenario is also possible: If rising interest rates 
cause a plan’s liabilities to drop, the program should be 
expected to produce a countervailing loss, and the net gain 
or loss from the combination of these movements should 
offset, as shown in figure 2.

Before completion After completion

Example pension Duration MV ($MM) DV01 ($000s) MV ($MM) DV01 ($000s)

Liability 14.0 2,500 3,500 2,500 3,500

Assets - 2,000 - 2,000 -

Return-seeking - 1,000 - 1,000 -

Liability-hedging 17.8 1,000 1,781 1,000 3,500

Long-credit 12.9 600 776 600 776

STRIPS 20-30 25.1 400 1,004 215 540

Completion overlay - 0 0 185 2,173

Hedge ratio: 51% - 100%

Source: Parametric, 12/31/2022. For illustrative purposes only. Should not be construed as a recommendation for any investment strategy.

FIGURE 1: LIABILITY-ASSET MISMATCH REDUCTION THROUGH LDI COMPLETION OVERLAY

©2023 Parametric Portfolio Associates® LLC  For institutional investor use only. Not for use with the public.



 PARAMETRIC    What Interest Rate Management Can and Can’t Do: Three Considerations for Plan Sponsors   3

The LDI strategy worked as intended in both scenarios. 
But all too often the first scenario is considered a success, 
since it produced an asset profit, while the second scenario 
is considered a failure, since it produced an asset loss. 
This simply demonstrates that an LDI program should 
not be judged by its standalone performance. Its relative 
performance versus other asset classes in the portfolio will 
vary over time, and at times it’ll seem either foolish or genius 
on the surface. Instead it should be evaluated on how well it 
narrowed the range of outcomes of the plan by taking a large 
source of volatility off the table.

An LDI program doesn’t lock in  
funded status 
One last misconception we commonly encounter is that 
investors can freeze or even improve a plan’s funded status 
in some ways by initiating a plan to manage interest rate 
exposure. This isn’t the case; an interest rate management 
program’s solitary goal is to diminish or remove the impact of 
interest rates on a plan’s funded status going forward. If a plan 
was underfunded the day before the initiation of an interest 
rate management program, it would remain underfunded the 
day after as well. The plan would have to make up the existing 
funding deficit by techniques outside the scope of the program, 
be it from performance from the underlying assets or further 
contributions by the plan sponsor. 

A whole host of factors may continue to affect the plan’s 
funded status as time passes. These include the relative 
performance of the plan’s growth assets versus the 
required rate of return, the reduction of assets through 
the payment of benefits to retirees, and the impact of 
interest rates on liability valuations. An interest rate 
management program can help solve only the last item on 
this list, which is why such a program doesn’t make the 
plan’s funded status fixed. Its benefit is strictly limited to 
reducing one of the primary sources of the plan’s volatility.

Conclusion
An organization typically pursues a program to manage 
interest rates as the first step toward a more liability-aware 
viewpoint of its investment portfolio. As plans consider 
taking this first step, several key points are worth highlighting 
to all stakeholders. First, by using capital-efficient interest 
rate derivatives, we believe an LDI overlay can materially 
reduce interest rate risk while having only a small impact 
on the amount invested in growth assets. Second, investors 
need to assess a program to manage interest rates on 
its reduction of surplus volatility and not on its absolute 
performance. Finally, such a program can’t freeze a plan’s 
surplus, since many factors aside from interest rates impact 
surplus status. Agreeing to and educating all stakeholders 
on these points before launch will prove helpful for any plan 
considering an interest rate management program.

FIGURE 2: EFFECTS OF INTEREST RATE MOVEMENTS

Source: Parametric, 12/31/2020. For illustrative purposes only.
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About
Parametric Portfolio Associates® LLC (“Parametric”), headquartered in Seattle, 
is registered as an investment advisor with the US Securities and Exchange 
Commission under the Investment Advisers Act of 1940. Parametric is a 
leading global asset management firm, providing investment strategies and 
customized exposure management directly to institutional investors and 
indirectly to individual investors through financial intermediaries. Parametric 
offers a variety of rules-based investment strategies, including alpha-seeking 
equity, fixed income, alternative, and options strategies. Parametric also offers 
implementation services, including customized equity, traditional overlay, 
and centralized portfolio management. Parametric is part of Morgan Stanley 
Investment Management, the asset management division of Morgan Stanley, and 
offers these capabilities through offices located in Seattle, Boston, Minneapolis, 
New York, and Westport, Connecticut.

Disclosures
This material may not be forwarded or reproduced, in whole or in part, without 
the written consent of Parametric. Parametric and its affiliates are not responsible 
for its use by other parties.

Certain statements contained herein reflect the subjective views of Parametric 
and its personnel and as such cannot be independently verified.

This information is intended solely to report on investment strategies and 
opportunities identified by Parametric. Opinions and estimates offered constitute 
our judgment and are subject to change without notice, as are statements of 
financial market trends, which are based on current market conditions. We 
believe the information provided here is reliable but do not warrant its accuracy 
or completeness. This material is not intended as an offer or solicitation for the 
purchase or sale of any financial instrument. Past performance is not indicative 
of future results. The views and strategies described may not be appropriate 

for all investors. Investing entails risks, and there can be no assurance that 
Parametric will achieve profits or avoid incurring losses. Parametric and 
Morgan Stanley do not provide legal, tax, or accounting advice or services. 
Clients should consult with their own tax or legal advisor prior to entering into 
any transaction or strategy described herein.

Charts, graphs, and other visual presentations and text information were derived 
from internal, proprietary, or service vendor technology sources or may have been 
extracted from other firm databases. As a result, the tabulation of certain reports 
may not precisely match other published data. Data may have originated from 
various sources, including, but not limited to, Bloomberg, MSCI/Barra, FactSet, or 
other systems and programs. Parametric makes no representation or endorsement 
concerning the accuracy or propriety of information received from any third party.

No security, discipline, or process is profitable all of the time. There is always 
the possibility of loss of principal.

Derivatives such as futures, swaps, and other investment strategies have 
certain disadvantages and risks. Futures require the posting of initial and 
variation margin. Therefore, a portion of risk capital must be preserved for 
this purpose rather than being allocated to a manager. Liquid futures may not 
exist for published benchmarks, which may result in tracking error. Also, some 
intraperiod mispricing may occur. 
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