USS briefing: Hedging and returns

By Lindsey Matthews, Chief Risk Officer

Introduction

My Views from USS article “Understanding our Hedging Strategy” explains how and why we
hedge interest rate and inflation risk in the defined benefit (DB) part of the Scheme.

We are also occasionally asked how this hedging has impacted outcomes for members; how
the Trustee’s hedging choices have impacted the funding position of the Scheme.

Despite the detailed performance attribution and actuarial analysis my team produces, this
is not a straightforward question to answer. In this briefing paper, | explain why that is the
case and give some high-level answers.

Liabilities and risk appetite

As the DB scheme provides guaranteed benefits to members, the value of its liabilities is
sensitive to interest rates and inflation.

We calculate the present value of our liabilities by discounting them at the rate of return we
prudently expect to generate from our investments in future. The resulting present value of
our liabilities is the current cost of all the benefits that have been promised to members to
date.

UK interest rates (specifically, the yields offered on government and corporate bonds) and
inflation both impact expected investment returns and, therefore, the present value of our
liabilities. Members’ defined benefits, once earned, are also increased annually broadly in
line with CPI inflation (subject to certain caps above 5%).

All else equal, if interest rates fall or inflation rises, the value of the liabilities increases and
the funding position worsens. This risk exposure is a product of the structure of the
Scheme’s benefits, rather than being one that we actively choose to have or that is expected
to provide a return.

There is a limit to how far the Trustee can allow this position to worsen before taking action,
which is represented in the Trustee’s funding risk appetite, calibrated by reference to the risk
capacity and appetite of the HE sector.

The Trustee is happy to take risk on the investments relative to the Scheme’s liabilities in the
pursuit of better returns, but the amount of risk it is willing to take is inevitably constrained.
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Investment risk — vs appetite
This investment risk is taken in two main ways:

- First, through not fully hedging the liabilities. Hedging involves investing in assets
such as government bonds that offer returns that are linked to UK interest rates,
inflation, or both. The extent to which the liabilities are not hedged exposes the
funding position to movements in interest rates and inflation, risks that are not
expected to be rewarded in the way that investing in real assets such as equities and
property are.

- Secondly, by investing in return-seeking ‘growth’ assets, such as equities, that are
expected to deliver an above-inflation return over the long term and can thus help to
reduce the expected cost of providing benefits. The values of these types of assets
can fluctuate in a way different from the Scheme’s liabilities, thus contributing to
investment risk.

Crucially, the more the Trustee hedges, the less of the investment risk is taken through
unhedged liabilities and, given the constraint of the risk appetite of the Trustee for
investment risk, the more of that risk appetite is then available for investing in growth
assets. In this way, hedging of interest rate and inflation risk actually frees up risk capacity to
invest in growth assets. At times when risk appetite constrains investment risk, this can be
an important dynamic.

However, hedging also ties up invested assets and there is a limit to the total amount the
Scheme can invest. The use of leverage in the DB portfolio supports allocations to both
growth assets and hedging instruments, although there is a limit on how much leverage can
be supported by the collateral of the portfolio. (We have minimal appetite for the risk of
having to change our investment positioning due to having too little collateral.)

These two dynamics are considered together when we think about portfolio construction,
both for the actual invested portfolio, and for the Valuation Investment Strategy (VIS), as
well as when selecting potential comparators for assessing performance.

The Trustee’s approach to hedging, and allocation to growth assets, is informed by the
sector’s objectives for the Scheme, identified through consultation. As well as weighing up
the possibilities for the improvement or deterioration of the funding ratio under various
potential future market scenarios, the Trustee also considers the detrimental impact on the
sector of adverse potential outcomes.
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Assessing outcomes from hedging

The impact of hedging is illustrated by the stylised chart below, showing the exposure of an
“unhedged” and a “hedged” position and that the range of outcomes (on the vertical axis) is
reduced by the hedging.

Hedge positions reduce the deterioration of the funding position if interest rate or inflation
markets move against the Scheme, by increasing in value in those circumstances. The quid
pro quo is that they also reduce the improvement of the funding position when those
markets move in the Scheme’s favour, by decreasing in value in those circumstances.

Hence the range of potential losses is reduced, and so is the range of potential gains.

[llustrative Hedged and Unhedged position
Potential gains
reduced ’
"Funding ratio"

"Market Level"

Potential losses
reduced
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Figure 1: lllustrative hedged vs unhedged position

Currently, about 50% of the Scheme’s inflation and interest rate risks are hedged (measured
relative to the Scheme’s low-risk ‘self-sufficiency’ liability measure). So, if our liabilities
increase in value because interest rates fall, our hedging assets are expected to offset
around half of that change.

This chart also illustrates that, with the Scheme not fully hedged, a reduction in value of the
hedges would be a positive result overall if it was driven by rising interest rates or falling
inflation; conditions that would, all else equal, reduce the present value of our liabilities and
so improve the funding position.

That is, outcomes that are better for the Scheme’s funding ratio are the outcomes where
the hedges lose value.
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Assessing performance of hedge positions

In our performance assessment, we therefore judge hedges based on their effectiveness,
rather than by considering their monetary returns.

Given that the objective of hedge positions is to reduce the range of possible outcomes,
assessment of their performance should be based on how well they have reduced risk. It
would therefore be wrong to switch after the fact to assessing them based on the “returns”
they have generated. This was not the objective of the positions and assessing them this way
misunderstands the nature of hedging and would be an abuse of hindsight.

Using standalone returns to assess hedge positions also implicitly assumes that they could
simply be removed, along with their returns, without making other changes. In fact, this
would be likely to require significant rebalancing of the remaining portfolio — including the
potential removal of some growth assets —in order to stay within risk appetite. This would,
in many periods, reduce actual returns generated.

Furthermore, a lower level of hedging, with a consequent reduced allocation to growth
assets, may well also lead to a lower estimate for expected returns and thus would have
required a lower discount rate and a higher required contribution rate.

With this context in mind, we can look back over the last few valuations and seek to
understand, at a high level, how the hedges have worked and the outcomes they have led
to.

2017 and 2020 valuations
At the 2017 valuation, the Scheme had a funding deficit of £7.5bn; an 89% funding level.

From 2017 to 2020, the deficit worsened to £14bn (83% funded). Over this period, the
interest rate and inflation hedging asset holdings were increased from 25% to 35%, and
these hedges increased in value even as the funding position worsened.

At the 2020 valuation, the deficit would have been considerably greater without this
increase in hedging assets and their resultant increase in value. The hedges worked as
expected and reduced the downside risk.

Even so, in 2020 the Scheme still had a large deficit and was constrained in the amount of
investment risk that could be run as it was exceeding the amount the sector could support.

Given this situation, the Trustee chose to reduce the level of unhedged (and unrewarded)
interest rate and inflation risk, by increasing hedge ratios in the VIS, rather than reduce the
level of growth assets. Had the hedge ratio not been increased between 2017 and 2020, this
situation would have been worse, requiring even greater reductions in investment risk,
including a reduction in growth assets.
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The actions to increase hedging over the 2017 to 2020 period and also in the 2020 VIS,
which reduced unhedged liability risk, supported maintaining the level of growth assets. If
we had run a significantly lower hedge ratio over this period, we would have needed to have
less in growth assets in order to remain within risk appetite, diminishing returns, both
expected and realised.

Whilst we do not track this on an ongoing basis for all the reasons given above, we ran a
one-off analysis in 2024 that estimated the positive returns from having more in growth
assets over 2017-2023, made possible by having greater hedges, to be more than twice the
loss in value attributable to the hedges. (Note that this is a broad estimate for indication,
based on high-level aggregate returns on the holdings, rather than detailed bottom-up
calculations.)

Viewed in the round, the hedges contributed positively to the improvement in the funding
position and the improvement in outcomes for members.

Choices at 2023 valuation

At the 2023 valuation, most employers were broadly supportive of further modest increases
in liability hedging over the levels agreed through the 2020 valuation, on the basis that this
would be expected to support greater stability in the funding position. The Trustee, as
recommended by its Investment Committee, set the VIS hedge ratios at 50% (up from 40% in
the 2020 VIS) and maintained the growth asset allocation at 60%.

Table 1: The composition of the VIS using high-level components

Components Portfolio weight!

Growth 60%
Credit 20%
Liability hedging?

Interest rate hedge ratio 50%

Inflation hedge ratio 50%
Iportfolio weights do not add to 100%, because liability hedging is shown as liability hedge ratios.
20n a self-sufficiency basis.

(Source: Composition of the VIS)

To assess the impact of this portfolio construction since the 2023 valuation on both portfolio
performance and the funding position of the DB part of the Scheme, | look at performance
reporting coming from the investment performance team and compare that with the
analysis of surplus performed by the Scheme Actuary (as a supplement to the consultation
on the Trustee’s proposed technical provisions for the 2026 valuation).
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https://www.uss.co.uk/about-us/valuation-and-funding/2026-valuation

Performance reporting

A key metric in the performance reporting is the performance of the DB part relative to the
liability proxy, a portfolio that tracks the estimated present value of the liabilities and is used
for performance measurement. Over three years to 31 March 20262, the DB fund
outperformed the liability proxy by 9.4% per annum (p.a.).

And, although we do not include it in our internal reporting, we are now able to perform a
retrospective calculation of the performance of the DB fund with those positions categorised
as “Liability Matching” (the main element of our hedging activity) excluded, in order to split
out the performance of the rest of the portfolio. This will not exclude all hedging activities,
as there are hedging characteristics on transactions in other categories, but this excludes the
substantial part of those activities and so gives approximate results.

This shows that over the three years to 31 March 2026, the total DB fund return, excluding
Liability Matching positions, was approximately 5.6% p.a.

We can also net the Liability Matching positions against the performance on the liability
proxy to estimate the performance from the unhedged liabilities. Over this period, the
unhedged component of the liabilities returned approximately

-3.5% per annum.

Put together, this shows that the DB part outperformance? vs the liability proxy of 9.4% p.a.
over three years, can be decomposed? approximately into:

-Positive return contribution from gain in value on DB fund, ex-hedges: +5.6% p.a.
-Positive return contribution from fall in value of unhedged liability proxy: +3.5% p.a

This shows that the choices to allocate to growth assets and to not fully hedge the liabilities
have both separately contributed positively to the current funding position. As explained
above, these choices are not made independently but as part of the overall portfolio
construction. Some of the gain in value on the DB fund may be directly derived from growth
assets that were only supported from an investment risk perspective because of the liability
hedging.

The growth assets in the DB fund returned 9.5% p.a. over the three-year period, on a
standalone basis. (It is just a coincidence that this is close to the same as the 9.4% above).

Whilst there are some other components to the DB fund performance ex-hedges, the
growth asset performance is the largest in this period, and if we apply the 60% growth asset

" The financial year-end position was still subject to audit when this briefing note was published; figures quoted ‘as at
31 March 2026’ will be confirmed in the Scheme’s 2026 accounts
2 Note that these returns and decompositions are calculated multiplicatively and so are not simply additive
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allocation weighting to this number, we get 5.7% which is very close to the return
contribution shown above3.

Furthermore, whilst the positive return contributed by the unhedged liabilities has
benefitted the funding position over this period, if rates had moved the other way, this could
have been a negative return, moving the funding position in the other direction. This, again,
is why the Trustee has reduced the size of that exposure through hedging. The positive
return is smaller than it would have been without those hedges, but this is because risk has
been reduced.

In the performance assessment, we also look at whether the performance on the DB part of
the scheme is sufficient to deliver the expected return target. For the 2023 VIS this target
was set at 2.9% p.a. over the return on the liability proxy. As detailed above, the liability
proxy was actually exceeded by a total of 9.4% p.a. over the three years, significantly
outperforming this target.

Analysis of Surplus

A similar pattern is also seen in the “Analysis of Surplus”, which is an actuarial view
presented as a supplement to the consultation on the Trustee’s proposed technical
provisions for the 2026 valuation; this attributes the increase in the surplus since the 2023

valuation to its component drivers. Over this period, the surplus moved from +£7.4bn to
+£16.9bn. The analysis shows the key reasons for this increase in surplus.

Reconciliation of Technical Provisions funding position between 31 March 2023
and 31 March 2026

Item Funding position Effect
(Ebn) (£bn)

2023 surplus / (deficit) +7.4
April 2024 benefit uplift [-1.1]
Interest on surplus [+1.0]
Contributions vs value of benefits earned [+1.5]
Membership experience, updates to data, [-0.5]
miscellaneous
Actual investment return vs assumed for [+7.0]
technical provisions
Change in discount rates (before change in [+0.4]
financial assumptions approach)
Change in financial assumptions approach [+1.6]
Change in martality and demographic [-0.3]
assumptions
Addition of expenses reserve [-0.1]
2026 surplus / (deficit) under proposed +16.9

assumptions

Note: the effect of hedging on the value of the assets and liabilities has been
considered together and aggregated for the investment returns and change in
discount rate items as described to the left

31n this case, the other components of the DB fund performance net out to close to zero
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The fifth line in the table shows that, when excluding the impact of changes in interest rates
and inflation expectations on the hedging assets, the investments returned more than was
assumed in the technical provisions for the 2023 valuation, adding a total of £7bn to the
surplus as a result. This is broadly consistent with the performance assessment above, which
shows the DB fund assets ex-hedges outperformed relative to the liabilities.

The sixth line shows the impact on the surplus of the change in discount rates of +£0.4bn.
This can be further split into two components. The impact of change in gilt yields on the
Technical Provisions, net of hedges, adds £5.6bn to the surplus. However, the change in
future return expectations reduced the surplus by £5.2bn.

The first of these components shows the impact of the movement in interest rates, having
not fully hedged the liabilities, is positive, adding £5.6bn to the surplus. This is, again,
consistent with the above performance analysis that shows a positive return from the
movement in unhedged liabilities over this period.

The second of these shows the impact on Technical Provisions of the returns we expect to
achieve on growth assets, which have fallen relative to interest rates over this period, as
equity markets have performed very well whilst rates have risen, and so the extra returns
expected on equities over and above gilt returns have fallen.

This also illustrates that the Technical Provisions are less directly impacted by movements in
interest rates than the liability proxy — a topic that we will return to in a future briefing

paper.

Overall impact

Between March 2020 and March 2026, the funding position improved by about £30bn, from
a deficit of about £14bn to a surplus close to £17bn.

Through both the performance reporting lens and the actuarial Analysis of Surplus lens we
can see that the Trustee’s choices to increase hedging and to maintain the allocation to
growth asset has contributed significantly to this outcome.

Whilst our hedging strategy has contributed significantly to these outcomes, perhaps more
importantly, it has put the funding position on a more resilient footing for the future.
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