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A G E N D A

• Introduction APF

• Concepts Mercer
– Risk management framework for liabilities
– Identifying main risks
– Interaction with valuation

• Coffee break

• Risk management Mercer
– Market aware risk management
– Use of leverage & synthetic instruments

• Next steps APF
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CONCEPTS
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R I S K  M A N A G E M E N T  F R A M E W O R K  F O R
L I A B I L I T I E S

• Risk needs to be taken in order to achieve returns but risk does not guarantee returns

Objectives are two-fold but conflicting

• No need to take the same level of risk when 70% funded (say) than when 100% funded

Need to ensure a reasonable balance between the two objectives

Stable and affordable
contribution rate

Achieve investment
returns required under
funding arrangements

versus
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R I S K  M A N A G E M E N T  F R A M E W O R K  F O R
L I A B I L I T I E S

Strategic Rationale

• Will help reduce deficit volatility which is high (as is the case with most LGPS funds), through better
alignment of investment strategy and funding basis (i.e. greater certainty of achieving required returns)

• Overall return on the investment policy is expected to remain broadly the same given proposed initial
structure (i.e. no reduction, which is needed to help reduce the deficit over the long-term)

Forward Looking

• Initial emphasis on putting in place “the plumbing” to facilitate future de-risking in a timely fashion, following
improvements in the funding level and / or increases in market yields

Maintaining required
expected return

Better Liability Risk
Management

Improved long-term
affordability and

sustainability in the cost
of pension provision

+ =
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I D E N T I F Y I N G  M A I N  R I S K S

Risk Manage, reduce or monitor? How?

Equity and growth asset risk Monitor (and potentially reduce)
We expect to be rewarded for this risk but
could reduce if we get ahead of funding plan

Performance monitoring + de-
risking if affordable

Credit risk Monitor (and potentially reduce)
We expect to be rewarded for this risk but
could reduce if we get ahead of funding plan

Performance monitoring

Active manager risk Monitor
We expect to be rewarded for this risk

Performance monitoring

Real return risk
(generating above inflation
returns)

Monitor and look to manage over time
when market conditions are more
favourable

Use index-linked gilts initially
and LDI techniques later

Longevity risk Monitor As part of the actuarial valuation

Covenant risk Manage and monitor Develop employer specific
investment strategies
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All three aspects are interlinked

More certainty of outcomes (e.g. around deficit volatility and contributions)
can be achieved by investing in a more liability aware manner

Covenant
(Affordability)

Funding
Strategy

Investment
Policy

I N T E R A C T I O N  W I T H  2 0 1 6  V A L U A T I O N
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I N T E R A C T I O N  W I T H  2 0 1 6  V A L U A T I O N
C O M P A R I S O N  O F  M E A S U R E M E N T

Gilt + Fixed AOA CPI+ (Fixed) Real Return Comments

Assets Based on market value of
assets

Based on market value of
assets

No smoothing, to maintain
transparency

Liabilities

Directly Impacted by changes
in real gilt yields

Level of prudence critical

Not directly impacted by
changes in real gilt yields

Level of prudence critical

Ultimate goal of generating
real returns vs CPI is

unchanged but measurement
of liabilities more stable in

between valuations

Funding level Impacted by:
Investment performance

(assets)
Gilt yields and future

expectations of returns
(liabilities)

Impacted by:
Investment performance

(assets)
Future expectations of real

returns (liabilities)

Direct and measurable link
to the real returns on the

assets relative to observed
and expected CPIContributions

Investment strategy

Can reduce funding level and
deficit volatility by hedging

real interest rates (i.e. buying
index-linked gilts)

Can increase certainty of
achieving the required real

return by buying index-linked
gilts (for example) at the right

price

Emphasis not focussed on
short-term volatility from
gilt yields but on “locking
in” to attractive inflation

plus returns



© MERCER 2016 8

Gilts + fixed AOA based discount rate (no hedging) CPI + fixed real return
based discount rate (no hedging)

Time Time

£m

Assets =
volatile

Liabilities =
volatile

Assets =
volatile

Liabilities =
relatively
stable

£m

Funding level and contributions
linked to asset and liability
movements

Funding level and contributions
linked predominately to real asset
returns

I N T E R A C T I O N  W I T H  2 0 1 6  V A L U A T I O N
I M P A C T  O F  M E A S U R E M E N T
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I N T E R A C T I O N  W I T H  2 0 1 6  V A L U A T I O N
F O C U S  O N  R E A L  R E T U R N S

Ideally want high
and stable real

returns

Some assets are
more real than

others

Challenge will be to
balance return

requirement with
desire for certainty

Liability Driven Investment (“LDI”) techniques can be used to add inflation protection to increase
certainty – particularly to assets that aren’t naturally real in nature.   LDI techniques can also be used to
increase certainty by “locking in” to attractive low risk real returns but there is a need to be “market aware”

Illustrative Expected return Generate a long term real
return?

Volatility of real returns

Equities CPI + 4% Yes High

Property CPI + 3% Yes Moderate

Corporate Bonds CPI + 1% No Moderate

Index-Linked Gilts CPI + 0% Yes Very low



© MERCER 2016 10

I N T E R A C T I O N  W I T H  2 0 1 6  V A L U A T I O N

• The proposed CPI basis will reduce short term volatility and places reliance on the assets to
generate the required long term level of real returns (which is true of the current approach as well).
Ultimately the only way to increase certainty in the long term is to invest in assets that generate the
required level of return in a low risk manner.

• If we adopt a “CPI+” basis, then the hedging focus is more towards generating a certain level of real
return with a lower level of volatility.  In practice, there will be a degree of uncertainty for a
considerable period of time as the Fund will need to take risk to generate the required level of
returns.  Even then the Fund will want to take some risk to manage costs.

• LDI therefore remains appropriate as it can increase certainty in two ways:
1. By allowing us to “add inflation” to non-real assets such as corporate bonds
2. By allowing us to “lock in” to low risk inflation linked returns

• In both cases above it will be important to take a market aware approach to implementing LDI.  We
would support the adoption of triggers to add inflation and lock into attractive CPI linked returns.
This is likely to mean adopting both inflation and interest rate triggers at appropriate market
levels.

• We look at how this could be achieved in the next section.



© MERCER 2016 11
11

RISK MANAGEMENT
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C P I  R E A L  R E T U R N S *
E S T I M A T E  B A S E D  O N  I N D E X - L I N K E D  G I L T S

General fall in real yields means
extending hedging at current yields is less

attractive given the Fund’s return
requirements; given volatility there are

likely to be opportunities in the future, so
important to “have the plumbing in place”

* A N A L Y S I S  A S S U M E S  C P I  I S  1 %  P . A .  L E S S  T H A N  R P I
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IMMEDIATE EXECUTION

PHASED OVER TIME

TRIGGER BASED

M
AR

K
ET

AW
AR

E

Set minimum pricing criteria (e.g. real yield trigger level or levels) which, once
satisfied, will action switches towards the target strategy.

Phase the switching over time by splitting the trade into tranches.  The switches
are done irrespective of price.

Immediate switch from the current to the target strategy, irrespective of the price
(e.g. yield levels)

SI
M

PL
IC

TY

Using triggers allows us to increase certainty of achieving the required real return

by locking in to real yields when considered attractive

C P I  R E A L  R E T U R N S
C A P T U R I N G  A N  AT T R A C T I V E  R E A L  Y I E L D
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Type of
Trigger

Pros Cons

Yield based • Protection is increased when the price of hedging
assets becomes more attractive

• Increases in yields are likely to result in
improvements in the funding level, so broadly
expected to result in de-risking when the funding
level has improved (although not always the case)

• Can set real interest rate triggers, or split into
interest rate and inflation triggers (see overleaf)

• Possibility of triggers not being achieved and
no risk reduction

• Work to set up and monitor (but less complex
than funding level approach); can be delegated
to manager.

Funding
level based

• Level of protection is increased as the funding
level improves, helping to “lock in gains”

• Potential to increase protection earlier than
expected if funding level improves

• Could lead to missed opportunities in some
scenarios (e.g. if yields rose but equity market
falls meant the funding level did not improve to
the same extent)

• Work required to set up and monitor
• More naturally suited to setting triggers for

switching from growth to stabilising assets than
increasing level of protection from existing
stabilising assets

C P I  R E A L  R E T U R N S
T Y P E S  O F  T R I G G E R
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C P I  R E A L  R E T U R N S
C A P T U R I N G  A N  AT T R A C T I V E  R E A L  Y I E L D

Capturing an attractive CPI yield

Long dated gilt interest rate Long dated swap inflation (converted to CPI)

Comments
A real return can be split into two parts – interest rates and
inflation. By splitting the two components we can increase the
range of potential hedging opportunities.

Example shows we could have locked into a real yield of
c.1.9% by taking advantage of interest rate and inflation
markets that occurred at different times. This shows splitting
triggers into interest rate and inflation components increases
the opportunity set but also increases the level of complexity in
the overall structure.

An alternative is to set “real yield” triggers but as shown on the
previous page there have been fewer opportunities to hedge at
attractive levels in the recent past.
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E X A M P L E  L G P S  S T R A T E G Y
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Inflation rate at 31
January 2016

Inflation rate at 31
December 2015

1.00%
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4.50%
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Tenor

Range over the
month

Interest rate at 31
January 2016

Interest rate at 31
December 2015

Interest rate hedging activity Inflation hedging activity (note: different scale)

Estimated interest rate
hedge ratio of c.20%

♦ Triggers transacted ● Triggers not transacted

Estimated inflation
hedge ratio of c.40%

♦ Triggers transacted ● Triggers not transacted

By splitting the interest rate and inflation triggers this Fund’s deficit is £70m lower (i.e. the Fund is better off)
than if the strategy had been implemented with “just” real yield triggers
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• Physical instruments require a capital investment at outset (i.e. funded)
• Liquidity varies by instrument
• Pricing is typically transparent and standard instruments are traded
• Commonly held by pension schemes and generally well understood

• Can be funded (i.e. capital commitment is made) or unfunded (i.e. geared or
leveraged)

• Typically these are Over the Counter (“OTC”, i.e. bespoke) although some
exchange traded versions also exist

• Liquidity varies by instrument and within each type, some are highly illiquid and
could be more illiquid than physicals

• Less transparency on pricing for OTC contracts, although some standard
contracts address this

• Can offer more efficient hedging – i.e. more liability hedging per pound invested

Physical
Instruments

(1:1 exposure)

Synthetic /
Derivative

Instruments
(allows leveraged

exposure)

Index-Linked GiltsCorporate BondsFixed-Interest Gilts

Interest  Rate Swaps Inflation Swaps Gilt repos

H E D G I N G  I N S T R U M E N T S
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E V E R Y  D AY  E X A M P L E  O F  L E V E R A G E

£ 1 0 0 , 0 0 0
M O R T G A G E

£ 1 0 0 , 0 0 0
D E P O S I T

£ 1 0 0 , 0 0 0
M O R T G A G E

£ 2 0 0 , 0 0 0
D E P O S I T

Exposed to £200,000 of movements in house prices, but only requires £100,000 of investment –
“two times leveraged”

B o u g h t  f o r
£ 2 0 0 , 0 0 0

W O R T H
£ 3 0 0 , 0 0 0

H O M E  O W N E R  V A L U E  D O U B L E S

H O U S E  P R I C E S  R I S E  5 0 %
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Funded exposure

• It is said that the position is funded (or unleveraged) if the
amount of assets (i.e. collateral*) invested in the hedging
portfolio is backing the same amount of risk exposure

• e.g. £100 of collateral is backing £100 of risk

Unfunded exposure

• If amount of collateral invested is less than the amount of
liabilities being hedged then the hedging portfolio is said to be
levered

• e.g. £100 of assets hedging £300 of risk

Funded vs Unfunded exposure

Why use leverage? To “free up” assets to use elsewhere in the portfolio, i.e. for return seeking purposes

£300
bond

exposure Unfunded

£100
collateral

£100
bond

exposure

£100
collateral

L E V E R A G E  E X P L A I N E D

*Collateral: a term used to describe the underlying assets invested in the LDI funds. The assets are typically high quality and liquid assets such as cash instruments and
government bonds, and are “on deposit” as security. These assets would be used to offset the potential loss should either counterparty default on its obligation under a swap or
gilt repo.
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• Starting position: £300 of interest rate exposure

• Obtained using £100 of collateral (e.g. cash)

• i.e. 3 times levered (i.e. 3 times more sensitive to movements in
rates)

If yields rise by 1%, it increases leverage

• Loss on interest rate exposure of £50

• So value of collateral drops from £100 to £50

• Leverage is £250 / £50 = 5 times (up from 3)

If yields rise by 2%, collateral extinguished(!)

• Loss on interest rate exposure of £100

• Value of collateral drops from £100 to zero

• More collateral required or close position

• In practice, collateral should be replenished long before this point is
reached.

What if?

£300 exposure

£50 collateral
£250 exposure

£200 exposure

No assets left!

£100 collateral

Leverage will rise / fall as net interest rates rise / fall

L E V E R A G E  E X P L A I N E D
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R E C A P I T A L I S A T I O N  /  R E - L E V E R A G I N G  E V E N T S
If yields rise or fall beyond certain points the leverage may be too high or low to be managed efficiently. Once certain levels
are breached a recapitalisation or re-leveraging event may be triggered.

An increase in yields means that leverage levels increase.

If this level becomes too high, the value of the fund may be
too volatile as increasingly small changes in yields can
decrease the level of collateral materially.

A manager may require that collateral be “topped up” within a
particular timeframe. This additional money decreases the
unfunded exposure.

This additional capital would have to be funded from the
Fund’s holdings in growth assets or corporate bonds, which
would reduce the expected return on assets. However, in this
scenario yields have risen and so the funding level of the
Fund has improved. All else being equal, less risk needs to
be taken to achieve the existing funding objective

Leverage too
high e.g. 4.0x

Recapitalisation

A reduction in yields means that leverage levels fall.

If this level becomes too low, the LDI portfolio may be seen
as inefficient as additional liabilities could be hedged with the
same level of collateral.

A manager may “return” to the Fund cash to invest, whilst
maintaining the level of liability matching.

Re-leveraging

Exposure - Unfunded

Collateral

Liabilities -

Leverage too
low e.g. 2.0x

Exposure -
Unfunded

Collateral

Liabilities -
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Physical Assets

Synthetic Assets

Client-specific Pooled Fund

• A Fund specific, tailored ‘pooled fund for a single investor’.

• Only an IMA is required. Other documentation is done by the manager.

• Typically set up as Dublin registered Qualified Investor Fund (“QIF”).

Multi-client Pooled Funds

• LDI providers offer a variety of ranges of pooled funds.  These include
– Gilt-based LDI funds (real and nominal, various durations)
– Swap-based LDI funds (real and nominal, various durations)
– Dynamic LDI funds (instrument selection / curve positioning)

In
cr

ea
si

ng
ly

be
sp

ok
e

Sim
plicity

B A S I C S  O F  I M P L E M E N T A T I O N

Can be comfortably implemented using pooled funds, but more bespoke options are also worth considering

Not concerned over manager concentration risk at these levels and initially using 12% of assets (currently all held with one manager anyway);
re-evaluate this if and when increasing further (and consider if a bespoke pooled fund is more efficient)

Currently use income on segregated bond holdings to pay benefits; this will not be available from pooled leveraged funds, and so
disinvestments from elsewhere will be needed
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ALTERN ATIVE  R ISK
M AN A G E ME N T
AP P R O A C H E S  F O R
SPECIF IC  EMPLOYERS
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Councils

Colleges/Universities

Other Scheduled

Community Admission Bodies

Transferree Admission Bodies

Academies

Orphan

K E Y  E M P L O Y E R
F E A T U R E S :

E M P L O Y E R S

• F U N D I N G
L E V E L

• S I Z E  &
M A T U R I T Y

• C O V E N A N T

• E M P L O Y E R
O B J E C T I V E S

A L T E R N A T I V E  R I S K  M A N A G E M E N T  A P P R O A C H E S
E M P L O Y E R  S P E C I F I C  S T R A T E G I E S

H I G H  R I S K

M E D I U M
R I S K

L O W  R I S K
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E X A M P L E  L O W E R  R I S K  I N V E S T M E N T  S T R A T E G Y
O R P H A N  L I A B I L I T I E S ,  F U L L Y  F U N D E D  E M P L O Y E R S

A   : Higher yielding credit

B   : Income-producing illiquid assets

C   : Investment grade corporate bonds

D   : Gilts & hedging instruments

• Strategy would aim to match actual cashflows by
investing in income generating investments

• Total return limited, but income known in advance
(assuming no defaults)

• Emphasis is on income generation – consistent
with expenditure requirements

• Existing “real” assets (infrastructure and property)
could fit in to strategy

• Segregated accounts and custodian necessary for
accurate cashflow matching

• Significant proportion of assets “locked up” for an
extended period of time – aim is to benefit from the
illiquidity premium

• Funding position very stable if discount rate linked
to yield on assets held

• Residual risks remain including: re-investment risk,
default risk and mortality risk

• Some implementation challenges that would need
to be addressed

Cashflow Matching
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Cashflow matchingCurrent Investment strategy

• Growth portfolio aims to provide sufficient
return for recovery plan

• Matching portfolio aims to reduce risk by
matching characteristics of liabilities

• Total returns unconstrained since dependent on
success of growth assets

• Assets invested in diversified range of asset
classes with a range of return sources

• De-risking possible for specific tranches of
liabilities given prudence in funding basis

• Funding position can be volatile hence a
greater need for prudence to control outcomes

• No real growth portfolio – all investments in bond-
like instruments

• Strategy would aim to match actual cashflows by
investing in income generating investments

• Total return limited, but income known in advance
(assuming no defaults)

• Emphasis is on income generation – consistent
with expenditure requirements

• Segregated accounts and custodian necessary for
accurate cashflow matching

• Significant proportion of assets “locked up” for an
extended period of time – aim is to benefit from the
illiquidity premium

• Funding position very stable if discount rate linked
to yield on assets held

E X A M P L E  L O W E R  R I S K  I N V E S T M E N T  S T R A T E G Y
O R P H A N  L I A B I L I T I E S ,  F U L L Y  F U N D E D  E M P L O Y E R S
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Return-focused

Inflation-sensitiveDiversifiers

Directional hedge funds

Core Real Estate

Core Infrastructure

Timber

Agriculture

Value-add Real
Estate Commodities

Tail risk hedging
strategies

Shipping

Insurance-linked securities
Non-directional hedge funds
Private Debt

Growth Infrastructure

Opportunistic Real Estate

Short-biased
hedge funds Energy Resources

Energy PE
Mining & Minerals

Real Assets

High Lease to
Value
Real Estate

Private Equity

E X A M P L E  L O W E R  R I S K  I N V E S T M E N T  S T R A T E G Y
“ R E A L  A S S E T S ”
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Q U E S T I O N S ?
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References to Mercer shall be construed to include Mercer LLC and/or its associated companies.

© 2016 Mercer LLC. All rights reserved.

This document contains confidential and proprietary information of Mercer and is intended for the exclusive use of the parties to whom it was
provided by Mercer.  Its content may not be modified, sold or otherwise provided, in whole or in part, to any other person or entity, without
Mercer’s prior written permission.

The findings, ratings and/or opinions expressed in this document are the intellectual property of Mercer and are subject to change without
notice.  They are not intended to convey any guarantees as to the future performance of the investment products, asset classes or capital
markets discussed.  Past performance does not guarantee future results. Mercer’s ratings do not constitute individualised investment advice.

Information contained herein has been obtained from a range of third party sources.  While the information is believed to be reliable, Mercer
has not sought to verify it.  As such, Mercer makes no representations or warranties as to the accuracy of the information presented and
takes no responsibility or liability, (including for indirect, consequential or incidental damages,) for any error, omission or inaccuracy in the
data supplied by any third party.

This does not constitute an offer or a solicitation of an offer to buy or sell securities, commodities and/or any other financial instruments or
products or constitute a solicitation on behalf of any of the investment managers, their affiliates, products or strategies that Mercer may
evaluate or recommend.

For the most recent approved ratings of an investment strategy, and a fuller explanation of their meanings, contact your Mercer
representative.

For Mercer’s conflict of interest disclosures, contact your Mercer representative or see www.mercer.com/conflictsofinterest.

Mercer’s universes are intended to provide collective samples of strategies that best allow for robust peer group comparisons over a chosen
timeframe. Mercer does not assert that the peer groups are wholly representative of and applicable to all strategies available to investors.

I M P O R T A N T  N O T I C E S



© MERCER 2016 30
30

APPENDIX
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I M P O R T A N T  T E R M S

• Interest Rate Swap – Two parties exchanging two sets of cashflows, usually based
on one party paying a “fixed” rate (e.g. 3% p.a.) and the other paying a “floating”
rate (e.g. Bank of England Base Rate + 2%)

• Repurchase Agreement (Repo) – An agreement to sell a security (usually a bond)
to another party with the promise to buy it back at a specified date and price

• Repo Rate – The interest rate charged to the seller of the security in a repo

• Basis Risk – Risk that arises when an investor aims to hedge a position using an
instrument that has an underlying security whose risk is being hedged.  For
example, a pension fund using bonds to hedge liabilities they do not perfectly match
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W H A T  I S  A  G I L T  R E P O ?  ( 1 )

• A pension scheme buys a gilt and subsequently “sells” it
to a counterparty.

• The pension scheme agrees to repurchase it (“repo“) at a
pre-fixed price in the future. The cash received may be
subject to a “haircut” retained by counterparty.

• The pension scheme can use the cash to purchase
another gilt (and use repo again if desired).

• Exposure to the changing value of the gilt is retained.

Sell gilt for £100

Pay £100 Cash

Pay £100 +  repo rate

Return gilt

Day of the trade

End of contract
• The pension scheme re-purchases the gilt at the

pre-determined price.

• Gilt coupons received during the term of the contract are
passed to the pension scheme.

• The pension scheme benefits/loses from increases/falls in
the market value of the gilts.

• At the end of the contract a repo arrangement can occur
again.

Buy gilts
to value of
£100

Market

Cash
received
for gilts

sold

A gilt repurchase agreement is a liability hedging instrument which allows investors to employ leverage, that is
to hedge a higher level of liabilities than the value of the underlying assets.

Gilt repo contracts work as follows

Market

Market

Pension
Fund

Pension
Fund

Counter-
party

Counter-
party
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The “haircut” (in this case assumed to be c. 5%) is retained by the counterparty for the life of the gilt repo and reflects the risk that
the Fund defaults on repaying the cash borrowed and the counterparty has to sell the gilt on unknown terms

£100m
2027 Gilt

Gilts exposure

£100m
2027 Gilt

£95m
2027 Gilt

£100m
2027 Gilt

£95m

Cash

£90m

Cash

£100m
2027 Gilt

£90m
2027 Gilt

£95m
2027 Gilt

£90m
2027 Gilt

£95m
2027 Gilt

£100m
2027 Gilt

£100m
2027 Gilt

£95m
2027 Gilt

Cash Physical gilts

W H A T  I S  A  G I L T  R E P O ?  ( 2 )

The “haircut” (in this case assumed
to be c. 5%) is retained by the

counterparty for the life of the gilt
repo and reflects the risk that the

Fund defaults on repaying the cash
borrowed and the counterparty has

to sell the gilt on unknown terms

£285m exposure to gilts
– c. 3x leverage

1x

2x

3x
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K E Y  R I S K S  A S S O C I A T E D  W I T H  R E P O

Challenges Mitigants
Roll/liquidity risk Roll risk is the risk that it becomes either:

• very/too expensive to re-transact the
position (i.e. repo rates rise); or

• it becomes impossible to roll the position
(i.e. counterparties refuse to transact);

and there is insufficient liquidity available to
purchase the gilt securities outright to
preserve the hedge – see overleaf for more
detail

This risk can be partially mitigated through laddering
the repo maturity dates, reducing gilt repo exposure
in favour of using other (potentially less efficient)
instruments and/or ensuring that there is sufficient
access to liquidity to purchase the gilts outright.

Counterparty risk The risk that the investment bank on the other
side of the repo transaction defaults on its
obligation.

This risk can be mitigated (but not removed) by
regular collateralisation of the repo position.

We note that since repo contracts can be short term
in nature, exposure could be moved away from
counterparties with deteriorating credit quality (but
this clearly would not work in a jump-to-default
situation).

Collateral adequacy
risk

Most market participants trade gilt repo under
documentation that specifies that collateral be
posted in the form of either cash or gilts.
Collateral needs to be posted to cover any
mark-to-market losses on the gilt repo
positions and collateral adequacy risk is the
risk that sufficient eligible collateral is not
available (forcing sales of other assets).

The more cash/gilts retained as collateral, the lower
collateral adequacy risk will be.
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• Supply of gilt repurchase agreements can reduce if banks lose the desire to lend cash against gilt collateral
• The trading costs for gilt repo could increase. Impact of changes in bank regulation.
• During economic downturn, liquidity in the bond markets can decrease (although gilt repo market held up well in 2008)
• In a pooled arrangement, the pooled fund sits between the pension fund and the counterparty.

W H A T  I S  R O L L  R I S K ?

Examples of roll risk

Although the maturity of gilts are many years in to the future, gilt repurchase agreements often have terms of up to 12 months.
If a pension scheme uses gilt repo as a liability hedging instrument the gilt exposure may have to be rolled many times during
the life of the hedge. This introduces roll risk.

Why do gilt repos need to roll?

2. Transaction costs may exceed affordable levels

1. Banks may not wish to lend cash against gilt
collateral

Counter-
partyMarket

3. There may be limited buying
opportunities for gilts

• Reduce level of liability hedging until market more attractive
• Replace gilt exposures with swaps when required
• Diversify initial hedge with gilts and swaps
• Reduce leverage by investing in physical gilts if funding position improves
• Reduce leverage by synthesising growth assets (e.g. equity total return swaps) and investing in gilts

What happens if repo cannot be rolled?

Pension
FundMarket
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Summary: liabilities have fallen, and so have matching assets; collateral is reduced and so
additional assets required to replenish capital.

R E C A P I T A L I S A T I O N  E V E N T  – W O R K E D  E X A M P L E

• Assume that the Fund invests £450m in the BlackRock 2032
Leveraged Index Linked Gilt fund (currently 3.07x leveraged,
i.e. effectively hedging approximately £1,380m of liabilities).

• In practice, the Fund would invest in a number of LDI funds
rather than just one.

STARTING POSITION

• Gilt yields rise (by 0.94%*), and the value of the leveraged fund
falls by £190m to £260m

• The value of the liabilities hedged also falls to £1,190m

• Net result, the leverage increases from 3.07x to 4.6x (at
BlackRock’s limit for the fund).

INITIAL IMAPCT – LEVERAGE INCREASES

• Manager requires £115m within an agreed timeframe (to be
taken from  pre-agreed source).

• The level of hedging provided by the fund remains unchanged,
while the collateral in the fund is increased.

• Leverage moves from 4.6x to 3.2x

“RECAPITALISATION” EVENT OCCURS

MANAGER REQUIRES £115m

Liabilities
Unfunded

Collateral

£1,380m
£930m

£450m

Liabilities â Unfunded

Collateral â

£1,190mâ £930m -

£260mâ

Liabilities -
Unfunded â

Collateral á

£1,190m -
£815mâ

£375má

RATES RISE

*Based on recent market conditions – the actual rise in yields to trigger a recapitalisation event will depend on the specific funds invested in, and market conditions at the time of investment.
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W H A T  I S  A  “ S W A P ” ?

Pay a “fixed” rate

Receive RPI

• An Over-The-Counter (“OTC”) transaction between a
pension fund and counterparty bank.

• Using an inflation swap as an example:

• One party (usually the pension fund, but not always):
– pays a fixed “swap” rate
– receives a floating Retail Price Index (RPI) rate.

• The other party (usually the bank) pays the floating RPI
and receives the fixed rate.

• The fixed rate varies by maturity and rates are quoted by
many banks.

• Creates inflation rate exposure similar to that of a bond

• Fixed and floating cash flows have equal value (apart
from transaction costs) at outset – no initial payment
required.

For LGPS funds, swaps typically not held directly but through pooled funds.

Counter-
party

Pension
Fund
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