THE INFLATION SWAP
MARKET
(COMMON LIGHT STRUCTURES)
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Zero-Coupon Inflation Swap
Description

Benefits

A cashflow exchange between Party A (seller) and B
(buyer) in which A pays at maturity the cumulative
inflation for term of the swap based on the notional
and a published inflation index and B pays the
capitalized interest based on the notional and a
predetermined fixed rate. This rate is equal to the
geometric average of the periodic inflation rates for
term of the swap.

• Allows Party B to hedge the cumulative inflation
effect from balloon payment at the end of the term.
• Can be customized to match the revenues of the
inflation receiver.
• Allows Part A to speculate and gain if actual
cumulative inflation within the term is lower than
the inflation forwards.

Business Case
An endowment trust is planning a major distribution to its beneficiaries in 5 years. They are forecasting a
higher inflation than the government bond inflation breakeven rate.

At Maturity
5-Year Cumulative
Inflation Rate (%)

Trust

Counterparty A
Fixed Amount
(1+X%)^t -1

Net Cashflow (at Maturity) =  - (1+X%)^t -1
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Inflation-Adjusted
Principal

Beneficiaries

Additive Inflation Swap
Description

Benefits

A cashflow exchange between Party A (seller) and B
(buyer) in which, at each payment date, A pays a
coupon plus an inflation rate for a given period based
on a published index and B pays a benchmark bank
lending rate. Although the value of this swap is zero
at inception, the market has evolved significantly due
to concerns on inflationary pressures given massive
central bank monetary stimulus in recent years. Large
global financial counterparties offer many flavors on
their structure depending on the needs of their clients.

• Allows Party B to hedge the inflation effect from a
stream of fixed revenues.
• Can be customized to match the revenues of the
inflation receiver.
• Allows Part A to speculate and gain if actual
inflation rates within the term are lower than the
inflation forwards.
• In order to increase the real rate party B receives
or reduce the real rate party B pays, it can sell the
right to Party A to terminate early.

Business Case
A regional bank wants to extend the duration of a commercial loan. Additionally, it’s concerned about inflation
picking up and widening its gap versus the short term benchmark.

On each payment date
2% + Qtly Inflation
(floored at 0%)

Counterparty A

Bank

3M Libor Flat

3M Libor +
200bps

Commercial Loan

Net Cashflow = 3M Libor + 2% -3M Libor + 2% + Qtly Inflation = 4% + Qtly Inflation
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Inflation-Linked Annuity Swap
Description

Benefits

A cashflow exchange between Party A (seller) and B
(buyer) in which, at each payment date, A pays the
cumulative inflation on the notional, according to a
published index, since the start of the swap, and B
pays the capitalized amount of a predetermined fixed
interest rate. This rate is equal to the geometric
average of the cumulative inflation rate for whole term
of the swap.

• Allows Party B to hedge the inflation effect from a
stream of fixed revenues.
• Can be customized to match the revenues of the
inflation receiver.
• Allows Part A to speculate and gain if actual
inflation rates within the term are lower than the
inflation forwards.

Business Case
A highway operator wants to lock in receipts it obtains from its traffic revenues in a 10-year toll concession.
The company is also forecasting a lower inflation than the government bond market inflation breakeven rate.

On each payment date
Fixed Amount
(1+X%)t -1

Company

Counterparty
Cumulative Inflation
Rate ( %)

t
Net Cash flow (on Payment Date) = t - (1+X%)^t +1
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Inflation-Adjusted
Revenues

Concession

Inflation Asset Swap (ASW)
Description

Benefits

A cashflow exchange between Party A (seller) and B
(buyer) in which, at each payment date, A pays the
reference bond nominal coupon based on the
notional adjusted for cumulative inflation since the
start of the swap, and at maturity pays only the
cumulative inflation on the same notional, according
to a published index, and B pays a reference short
term interest rate plus a spread. This spread
represents and inflation-adjusted credit premium over
a money market rate over the life of the reference
bond.

• Allows Party A to go long on a desired inflation
adjusted credit and lock a spread over a short term
reference rate for the life of the bond.
• Can be customized to match the revenues of the
reference inflation adjusted bond.
• Allows Party A to speculate and gain if actual
cumulative inflation within the life of the reference
bonds are higher than the market breakeven rate
forwards.
• Party A’s receivable floating leg can then be
swapped into fixed or structured coupons,
extending to a desired duration.

Business Case
Disruptions in the sovereign bond market in 2010 European debt crisis led to pricing differences between cash
inflation bonds and inflation ASW spreads, leading government inflation linked bonds to trade at wide asset
swap spreads over Euribor and at large discounts over nominal government bonds. So a pension fund with a
bullish view on inflation can lock in the asset swap spread by getting exposure to an inflation linked bond and a
swap that exchanges the inflation linked coupons into floating Euribor coupons.

On each payment date
3M Euribor + Spread
(X%) *

Counterparty
Inflation-Adjusted
Bond Coupons
(Y%)

Pension
Fund

Inflation-Adjusted
Bond Coupons
(Y%)

Inflation linked
bond

Net Cash flow (on Payment Date) = 3M Euribor + Spread – Inflation-adjusted Coupon
(*) +/- upfront premium/discount
Euro Area Nominal vs Inflation Bond ASW Spread Differential

Source: Credit Agricole CIB
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Inflation Strangle Swap
Description

Benefits

A cashflow exchange between Party A (seller) and B
(buyer) in which, at each payment date, A pays a
reference rate short term interest rate plus a spread,
which decreases if inflation (according to a published
index) falls outside preset strike levels, and B pays a
reference short term interest rate plus a spread. Can
be customized to match the strike levels and/or a
spread. This spread represents a pickup in yield for B
for selling inflation volatility.

• Allows Party A to buy inflation volatility if it
considers that future inflation could move outside
of a given strangle range.
• Allows Party B to sell inflation volatility if it
considers inflation will stay put within a given
strangle range.
• Party A’s receivable floating leg can then be
swapped into fixed or other structured coupons,
extending to a desired duration.

Business Case
The market inflation breakeven forwards and the current macroeconomic environment are pointing towards
higher inflation. However, a hedge fund portfolio manager is bearish on inflation for the next 5 years. He
decides to go long 3M Libor plus a spread minus absolute inflation above or below a certain range, and short
3M Libor.

On each payment date
3M Euribor + 1%
- 2xStrangle

Counterparty
3M Euribor

Hedge
Fund

Net Cash flow (on Payment Date) = 1.00% – 2 x Strangle
where Strangle = Max(0%,YoY Inflation Rate – 4.00%) + Max(0%, 0% - YoY Inflation Rate)
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Leonardo Reos
Founder and CIO
Sigma Capital Advisors LLC

DISCLAIMER
This material has been prepared by Sigma Capital Advisor LLC. This document is for information and illustrative purposes only and does not
purport to show actual results. It is not, and should not be regarded as investment advice or as a recommendation regarding any particular
security or course of action. Opinions expressed herein are current opinions as of the date appearing in this material only and are subject to
change without notice. Reasonable people may disagree about the opinions expressed herein. In the event any of the assumptions used
herein do not prove to be true, results are likely to vary substantially. All financial transactions entail risks such as interest rate, FX, volatility,
credit and correlation, among others.
There is no guarantee that investment strategies will achieve the desired results under all market conditions and each investor should
evaluate its ability to invest for a long term especially during periods of a market downturn. Furthermore, Sigma Capital Advisors LLC does
not represent or warrant the accuracy of this document and the information may be incomplete or condensed and is only be taken as
examples. No representation is being made that any account, product, or strategy will or is likely to achieve profits, losses, or results similar
to those discussed, if any. No part of this document may be reproduced in any manner, in whole or in part, without the prior written
permission of Sigma Capital Advisors LLC, other than to our employees.
This information is provided with the understanding that with respect to the material provided herein, that you will make your own
independent decision with respect to any course of action in connection herewith and as to whether such course of action is appropriate or
proper based on your own judgment, and that you are capable of understanding and assessing the merits of a course of action. Sigma
Capital Advisors LLC does not purport to and does not, in any fashion, provide tax, accounting, actuarial, recordkeeping, legal, broker/dealer
or any related services. You may not rely on the statements contained herein. Sigma Capital Advisors LLC shall not have any liability for any
damages of any kind whatsoever relating to this material. You should consult your advisors with respect to these areas. By accepting and
reading this material and website, you acknowledge, understand and accept the foregoing.
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