
Is your scheme’s well-hedged LDI 
strategy more exposed to RPI reform 
than you think?
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On the 11 March 2020 the Treasury is launching a consultation looking at how  
RPI will be calculated in the future.

It is expected to focus on the timing of any change from RPI to CPIH which may occur at some point 
between 2025 and 2030.

This change introduces a considerable degree of uncertainty in estimating future inflation for both 
liability assumptions and returns on index-linked gilts. These risks are already widely recognised, being  
of particular note for schemes with CPI-linked liabilities and schemes that have RPI liabilities that  
are not fully hedged.

However, XPS is concerned that some issues have not been given sufficient attention. Specifically, 
schemes with RPI-linked liabilities and a high level of hedging may not be immune to impact. The RPI/
CPI issue has scope to magnify approximations within pension schemes’ liability hedging, leaving 
schemes more exposed than they might realise.

a back-end loaded hedging strategy – commonly employed to 
circumvent the use of leverage; or

a high degree of hedging across the full profile of liabilities but  
with a cashflow benchmark that has not been comprehensively 
modelled using ‘3D’ cashflows.

This issue is particularly acute for schemes who employ:
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Being well hedged on inflation is a question of 
quality as well as quantity. With the current RPI 
issue this has never been more true.



“

In theory, where schemes are hedging RPI-linked liabilities with 
RPI-linked assets, any fluctuation will be mirrored in assets 
and liabilities, neutralising each other. However in practice any 
mismatch between the liabilities and the hedge can cause notable issues.

Practically all pension scheme LDI hedging strategies involve some mismatch between their  
projected liabilities and their actual cashflows. This is known as ‘curve risk’ and is usually a lower  
order risk when compared to ‘duration risk’, which relates to the broad overall exposure to interest  
rate and inflation risk.

In relation to the consultation, the RPI calculation is not expected to materially change in the next 5 years,  
but it might change from then on. It is also more likely to change from 2030 onwards than from 2025. 
Therefore, any mismatch between the maturity of the liabilities and RPI-linked hedging assets  
becomes more prominent.

Whilst we don’t know what inflation will be in the future, we can look at the expected difference  
between RPI and CPI in the future to look at the potential impact under different scenarios.  
The chart below shows how you could reasonably expect the RPI/CPIH wedge to differ in response to  
different outcomes from the consultation, depending on whether the current RPI approach is retained,  
or if there is a move to CPIH in either 2025 or 2030. We have shown the additional yield you would earn  
from RPI over CPIH in the different scenarios. Any fall in yield is a direct reduction in the return the investor 
receives from their RPI-linked assets.

We have calculated these movements assuming that the difference between the existing RPI method  
and CPIH (the wedge) is 1%.

The issue

“If RPI switches to CPIH in  
2025 you will expect to  
earn 0.7% less per annum  
over 20 years from an  
index-linked gilt investment.”
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Based on our observations of the pricing in the RPI/CPI basis swap market, current market expectations 
are broadly in between the two extreme outcomes of no change to RPI, and moving to CPIH in 2025.  
This means that depending on the outcome of the consultation, index-linked gilt returns could improve  
or deteriorate relative to current expectations. It is important to appreciate that this is therefore not  
a one-way risk because the market is already pricing in expectations of what might happen.

Of greatest relevance to the question on the hedge structure is that the chart highlights that longer-dated 
assets are more exposed to this risk than shorter-dated assets. So the impact is greater, both in terms of 
upside and downside, for holding longer dated assets if these do not match your liabilities correctly.
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If your scheme invests in long dated assets to hedge your overall inflation risk, you will be owning an 
asset that is more prone to changes in long dated inflation than your liabilities. This could significantly 
dent your funding level if RPI moves to CPIH. This structure is illustrated below.

A common approximation that is made when setting a benchmark for an LDI manager is that the 
inflation risk is assumed to be proportionate to the cashflows as a whole. However this is a simplification, 
in reality a lot of schemes have a larger portion of inflation linkage during the earlier period of deferment, 
with more modest inflation linkage for pensions in payment.

When modelled comprehensively the inflation risk is often considerably shorter-dated than the 
cashflows of the scheme as a whole, reflecting a greater inflation linkage whilst the members  
are deferred before they take their pension. Capturing this feature correctly requires the use of so  
called ‘3D cashflows’ – where the different types of increases are specified in full detail as part of the 
actuarial modelling.

1  Schemes with a back-end loaded hedge

2  Schemes using a simplistic LDI benchmark

Areas of particular concern for schemes

A full profile hedge will reflect the risk in the underlying liabilities much more appropriately, reducing 
the uncertainty relating to the consultation.
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Where an accurate exposure to inflation is built into the benchmark in many cases the inflation 
exposure is shorter dated and this means that the hedging assets should include shorter dated 
bonds. These will better match the liabilities whilst also being less prone to uncertainty around the RPI 
consultation. Leaving a hedge in place with a simplistic cashflow benchmark could expose a scheme 
to a shock in the event that RPI moves to CPIH.
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Alternatively, please speak to your usual XPS contact.

For further information, please get in touch with Simeon Willis.

@xpsgroup

company/xpsgroup

For schemes in either situation it is important to assess  
the current hedging strategy in light of the specific issue:

•	 Schemes that employ a long-dated index-linked gilts strategy should assess whether their 
hedging strategy is disproportionately exposed to risk of loss in the event that RPI moves  
to a CPIH methodology at some point between 2025 and 2030.

	 If it is, you could reduce this risk by replacing the exposure using a more balanced hedge  
across the full profile of the liabilities, using a proprietary pooled LDI profile fund, for example.

•	 Schemes that have a high level of hedging which is not founded upon detailed ‘3D’ cashflow 
projections should check with their investment consultant and Actuary if the nature of their 
membership means that more of their inflation exposure is short dated than is currently 
reflected in the LDI benchmark.

	 If so, the LDI hedge benchmark of the LDI manager could be revised to address this  
shortcoming.
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