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Dutch pension funds set to retire long-
dated hedges

The next big Dutch pension reform is coming, moving most of the
system towards a Defined Contributions model over a period of 3
years. We foresee large flows of fixed rate paying in long dates, from
30yr out to 60yrs, as prior fixed rate receivers are unwound.
Steepening pressure along the 20-30yr segment is expected as
10-20yr receivers remain in place

This reform changes the very fundamentals of the Dutch
pension system

On 1 July 2023 the Wet Toekomst Pensioenen (WTP) came into force, a new law kicking-off a
lengthy transition period through to 2028 during which Dutch pension funds must implement
fundamental change to the way they work. The reforms dictate that all future pension payments
follow a Defined Contributions (DC) scheme. This is a big shift given that 87% of pension fund
participants are now on a Defined Benefits (DB) scheme. Pension funds have the choice to run the
old and new pension pots in parallel, but a survey by De Nederlandsche Bank (DNB) suggests that
pension funds accounting for 97% of total participants will choose to convert the existing pension
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pot into the new system (“invaren”). Pension funds are currently drafting their transition plans with
moves from some already in 2025.

Under the current DB model the future pension payments are fixed and the coverage ratio
(“dekkingsgraad”) is the key measure to assess a fund's health, which results in active rate risk
hedging. The coverage ratio is calculated as the ratio between a fund’s assets and the discounted
liabilities, the latter having long horizons for younger participants. The discount rates for the
promised payments out to 50 years are derived from the EURIBOR 6-month swap curve, which is
then extrapolated for liabilities further into the future. Consequently, the coverage ratio can
fluctuate strongly with moves in the EURIBOR curve (as shown in the chart below). The pension
system currently relies on (ultra) long-term hedges through swaps and swaptions to mitigate
excessive volatility. With €1.8tr in assets under management, the footprint in these markets can
be significant.

The current system is sensitive to long-term interest rates
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Fewer long-term interest rate hedges needed post-reform

The move to a DC system means that future liabilities are no longer fixed but move along with the
value and return of the assets, thereby reducing the need for interest rate hedges. We foresee
structurally lower demand for fixed rate receiver swaps with tenors between 30y and 50y after the
reform since interest rate hedges will be of less interest to younger participants. In fact, the
interest rate hedge for young participants may be almost fully unwound in the present
environment of low term premia, which would trigger significant flows.

As the figure below highlights, the current inversion of around 50bp for 20s50 offers little incentive
to extend duration (from a non-actuarial perspective).
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Negative term premia are disincentives for long-term hedges
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For participants closer to retirement there will be a continued requirement for interest rate hedges
to mitigate fluctuations in pension payments. After the reforms the hedging preference for older
participants could actually show an increase and may even approach 100% of interest rate risk.
The new system is more accommodating to such age cohort specific calibrations and thus fixed
rate receiver swaps between 10-20y may see increased activity.

Overall the reforms would steepen the back end of the swap curve, but the new pension system
gives more flexibility to steer duration dynamically, which could lead to an extension of duration
once term risk premia return. Currently low term premia make hedging long-term interest
positions unattractive, yet these term premia should normalise in the coming years.

That said, actuarial requirements, where applicable, will ultimately dominate.

Our fair value model suggests significant 20s30s steepening
potential

To identify the potential steepening on the back end of the curve we start by looking at the current
deviations of 20s30s from fair value. Our regression model includes slopes on the shorter end of
the curve, together with 3-month rolling 10y yield volatility and the VIX. These inputs should be
exogenous to the hedging strategy of Dutch pension funds on longer tenors.

Since 2023 the deviation from fair value has been significant, and is now close to -20bp, implying
potential for a considerable amount of steepening. Going forward we foresee a steepening of
curves more broadly and, together with the pension reforms, the 20s30s slope could see a move
into positive territory of around 10bp, in line with the level of elevated values in the past.
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A fair value model of 20s30s suggests significant steepening
potential
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Timing the market impact from the transition will be difficult

These reforms could generate significant volumes and price moves in swap markets, but timing
these will be difficult. Most pension funds expect to transition in 2026, but the regulator has a
deadline of 2028 and delays are already anticipated (see chart). Some funds have recently
commented that they prefer to wait for other pension funds to reform rather than being the “early
bird”. On top of that, the political parties currently in Dutch coalition talks have expressed their
concerns about the new pension system, leaving a small chance that the present implementation
of the legal framework will be challenged again.

Pension funds are already delaying the expected transition
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Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING”) solely for information
purposes without regard to any particular user's investment objectives, financial situation, or means. ING forms part of ING Group
(being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the publication is not an
investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to purchase or sell any financial
instrument. Reasonable care has been taken to ensure that this publication is not untrue or misleading when published, but ING
does not represent that it is accurate or complete. ING does not accept any liability for any direct, indirect or consequential loss
arising from any use of this publication. Unless otherwise stated, any views, forecasts, or estimates are solely those of the author(s),
as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any person
for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the Dutch Central
Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority for the Financial
Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In the United Kingdom
this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is authorised by
the Prudential Regulation Authority and is subject to regulation by the Financial Conduct Authority and limited regulation by the
Prudential Regulation Authority. ING Bank N.V., London branch is registered in England (Registration number BR0O00341) at 8-10
Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this report or effect transactions in any security
discussed herein should contact ING Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of ING, and
which has accepted responsibility for the distribution of this report in the United States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit www.ing.com.
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