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HEDGE FUNDS: TO THE RESCUE

The time has come. The moment that justifies the decision to diversify institutional
portfolios has arrived.

With markets and the macro picture so unpredictable, the only issue that appears cer-
tain is that there will be volatility. And such conditions have boosted the attractiveness
of hedge funds as a driver of alpha.

Historically, the asset class has delivered in such times. The question we ask in this
month’s cover story is: can they deliver again? Find out from page 16.

Also in need of a saviour is the US. With the country experiencing economic and polit-
ical turmoil, some are questioning if it's losing what made it exceptional during the
20th century.

With another divisive election looming on the horizon potentially causing further
uncertainty, which US sectors could benefit long-term investors and which should they
avoid? We take a look from page 20.

Meanwhile, closer to home, British pension schemes have fallen out of love with
domestic equities. Research shows that such ownership has collapsed to less than 2%
as schemes look globally for their risk assets. The lack of sexy tech stocks has also been
blamed.

Yet some believe the returns from holding the right shares could be attractive and that
valuations are improving, so should pension schemes be more optimistic? Find out
from page 38.

Most British pension schemes are, however, focused on making a positive impact on
the environment and creating a more equal society. Their fixed income portfolios are a
big part of this strategy, so we look at how they are lending sustainably from page 32.
We also speak to Damien Pantling, head of the Royal County of Berkshire Pension
Fund, about investing in infrastructure on their own terms, the three elements of his
investment philosophy, preparing for cashflow negativity and embracing pooling. The
interview starts on page 12.

Finally, we look at how a change of strategy at the Church of England has seen Dan
Neale take the reins on social issues. Read how he is shaping such investments and
how the church is tackling climate change and nature-related risks from page 28.

We hope you enjoy the issue.

Mark Dunne
Editor

m.dunne @portfolio-institutional.co.uk
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Cover story: Hedge funds
Rising interest rates, persistently
high inflation and an outlook
shrouded in uncertainty has made
the appeal of one particular asset

class much more attractive.
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INFLATION: A STICKY PROBLEM

Inflation is on the decline, but the risk it poses is not, says
Andrew Holt.

I feel like Morrissey from The Smiths singing, Stop me if you
have heard this one before, but: inflation is still a problem.

I can cite as my star witness none other than US Federal
Reserve chair Jay Powell. “It remains too high,” he confessed of
inflation at the Fed’s annual symposium at Jackson Hole in
August. And when Powell speaks in such terms, it indicates
something serious is happening.

This is despite US inflation standing at 3.2% in August. Then
there was, of course, the unexpected fall in UK headline Con-
sumer Prices Index (CPI) inflation. It slipped from 6.8% to
6.7% during August, versus the Bank of England’s consensus
of 71%.

More importantly though is core CPI inflation, which recorded
a sharper fall. It slid from 6.9% to 6.2%, despite the 6.8% con-
sensus, while services inflation declined from 7.4% to 6.8%,
smashing the Bank’s 7.2% expectation. The latter is key when
the Bank judges the persistence of domestic price pressures.
It led to the Bank ending a run of 14 straight interest rate hikes
in September. With the narrative being that inflation is
stabilising.

As part of this narrative, the Bank said it expects inflation to fall
to around 5% by the end of this year. It then expects the cost of
goods and services to keep falling in 2024 before reaching the

Bank’s 2% target in the first half of 2025.

Longer-term problems

But Richard Tomlinson, chief investment officer at Local Pen-
sions Partnership Investments, says this is unlikely to play out
over the longer term. “In the short-term, inflation is coming
down.

“It is coming under control, with rate hikes doing their job. But
it will be harder to get long-term inflation back to what we were
used to, say at 2%.

“Long-term inflation will be higher due to geopolitics, supply
chains, demographics — all those things — structural factors,”
he added.

A point shared by Richard Bullock, Newton Investment Man-
agement’s senior research analyst in global macro-geopolitics.
“It’s too early for many Western countries to declare victory
over inflation,” he said. “The challenge is not so much in head-
line inflation, which will come down with food and energy base
effects, but in core inflation, in which costs of labour and ser-
vices remain elevated.”

There is within this something of a new reality, added Bullock.

One that “in labour markets is a function of demographics —

retiring baby boomers — and geopolitics: more protectionism
and lower labour mobility. Geopolitics and de-globalisation

also mean that inflation is likely to remain sticky and higher”.

Taming inflation

Shweta Singh, chief economist at Cardano, the investment
group behind Now Pensions, is also full of warnings about the
inflationary threat.

“Even if inflation is now tamed for this cycle — we don't think
that it is — wages continue to grow at a brisk rate and well above
the level consistent with the Bank of England’s 2% inflation
target,” he said. “Underlying inflation pressures remain sticky
and are likely to stay elevated over the next 12 months,” he
added.

Sebastian Vismara, an economist at BNY Mellon Investment
Management, is also concerned about the sticky nature of
inflation. “UK wage growth data keeps surprising to the upside
relative than the Bank’s forecasts, and core inflation remains
high and has been sticky, at least until recently. Energy prices
have surged in the past few months and could increase
further.”

Vismara makes the valid point that the global economy has
been weakening since the last quarter, but not by enough to
create much slack.

“In other words, there remains the risk that this easing in core
inflation proves to be another false dawn, and that the fall stalls
or even reverses in the coming months.”

And he added: “The Bank is likely to want to see broader disin-
flation trends in play before ending its hiking cycle.”

The Paris-based Organisation for Economic Co-operation and
Development (OECD) has also lined up to give something of a
warning shot across the Bank’s forecasts.

The OECD said in its interim economic outlook published in
September that it expected UK inflation to average 7.2% during
2023 — significantly higher than the Bank’s expectations. This
is also a rise on the OECD’s 6.9% forecast in June, which sug-
gests that things are not under control in the way the Bank has

indicated when it comes to inflation.

Collateral damage

And Blackrock has given an even starker warning. It noted in
one of its outlooks that bringing inflation down to the Bank’s
target entails crushing demand to meet constrained supply,
meaning significant economic damage — a potential more wor-
rying outlook than the spectre of inflation itself.

Given the situation, it is not surprising that 70% of pension
funds manage their assets to an inflation-plus benchmark,
according to investment boutique Alphareal.

It all adds up to a bleaker inflationary picture than is being pre-

sented. Investors need to therefore proceed with caution.



WELCOME TO THE NEW WORLD OF DEFINED
BENEFIT PENSIONS

A Society of Pension Professionals’ report gives a compre-
hensive insight into the challenges final salary schemes
could face.

The Society of Pension Professionals’ (SPP) Vision 2030 report
for defined benefit (DB) pension schemes gives a detailed
account of the dynamics that have shaped, and will continue to
shape, the challenges such schemes face.

The report comes when many DB schemes are on track to
achieve their endgame objective of self-sufficiency or an insur-
ance buyout within 10 years.

Pension schemes have become the focus of intense scrutiny
during the past 18 months, in the wake of the gilt market vola-
tility of late 2022 and the Mansion House Reforms announced
by Chancellor Jeremy Hunt in July.

A call for evidence from the government on options for DB
schemes has sharpened the focus on their future further.
Indeed, it is against this backdrop that trustees face big ques-
tions about their investment strategy and how to achieve the
best outcome for their members.

The report reveals that schemes are in much stronger funding
positions and invested in lower-risk portfolios than they were
10 years ago. Unsurprisingly, schemes hold much larger collat-
eral buffers following the gilt liquidity crisis. There is now a
greater focus on building investment resilience, including
avoiding being a forced seller of assets.

There is an emphasis on physical investment in gilts, and
assets which offer contractual cashflows and a return over gilts,
such as high-grade corporate debt, are likely to form the core of

most schemes’ investment strategies going forward.

The resilience question

As a result of the crisis, many schemes have found themselves
with a higher exposure to illiquid assets than they would nor-
mally have. Here the report asserts that resilience is not purely
a question of asset allocation, and significant challenges
remain that trustees need to consider.

The report also highlights the systemic risks associated with
inflation hedging. “The inflation hedge of a scheme is imper-
fect because an RPI asset is used to hedge an inflation-linked
liability, where the inflation linkage of the latter is limited by
caps and floors,” says the report.

It also highlights how legislative, regulatory and tax framework
adjustments following the Department for Work and Pensions’
(DWP) call for evidence, could impact how trustees view
options before them - that is for schemes’ long-term invest-

ment strategies and endgame options.

In addition, the report gives a thumbs up and a nod to The Pen-
sion Regulator’s (TPR) subsequent guidance on the issue,
which outlined what trustees should consider regarding liabil-
ity-driven investment (LDI), which included the need for resil-
ience testing, effective governance and resilience standards.

It noted, however, that since the revised code of practice on
compliance with DWP’s draft regulations on DB scheme fund-
ing was first touted, changes in scheme circumstances have
raised questions as to its applicability and relevance.

Here the Work and Pensions Select Committee has already
asked TPR to postpone the launch of the code before the next
general election — raising doubts about when, or if, it will be

implemented in its current form.

Key changes

The report also identifies five key developments experienced by
British final salary schemes.

One, most schemes (51%) were closed to new accrual in 2022,
compared to 26% in 2012. Two, most are paying out more than
they receive as they are no longer accumulating assets.

Three, the majority of pension scheme allocations are in bonds,
not equities. DB schemes’ allocations to equities have almost
halved from 53% in 2006 to 27% last year. At the same time, the
allocation to bonds has more than doubled to 59% from 23%.
Four, liability hedge ratios have doubled. Data, including
industry surveys, suggest the average liability hedge ratio for
UK DB schemes has risen to more than 80% from 40%.

Five, funding ratios have improved substantially. Gilt yields fell
between 2012 and 2022, but they have risen strongly since the
beginning of last year. With the average scheme not fully hedged,
this has improved many pension schemes’ funding levels.

This is clearly illustrated in the funding ratio of schemes eligi-

ble for the Pension Protection Fund soaring to more than 140%.

Funding levels

Against the backdrop of funding levels hitting their highest
this century, and most pension funds closed to new members
and largely closed to accrual, trustees are reconsidering their
endgame targets, the report concludes.

As a result, a record-breaking amount of pension capital is
expected to transfer to insurers over the next few years. But the
report warned of “the systemic risks to which insurers are
exposed,” which, has also been highlighted by regulators.
Commenting on the findings, SPP president Steve Hitchiner
said: “The lifecycle of DB pension schemes has reached a criti-
cal tipping point. Schemes are, in general, continuing to
mature and, following a decades-long battle against deficits,
funding levels have improved with many schemes now finding
themselves in surplus on a low-risk basis.”

For more on this paper, turn to page 10.



Noticeboard

PEOPLE MOVES

Scotland’s second largest local govern-
ment pension scheme has welcomed a
new head of investment.

Emmanuel Bocquet (pictured) becomes
Lothian Pension Fund’s chief investment
officer from November.

He replaces Bruce Miller
at the £9.6bn scheme,
who is retiring but will
remain at the scheme

until January to ensure

a smooth transition.
Bocquet will join from pension fund con-
solidator TPT Retirement Solutions,
where he has spent the past seven years
building and managing portfolios for
multiple schemes.

Prior to TPT, he spent more than 10 years
at the investment management arm of
National Grid’s UK pension scheme.
Helen McEwan has become a trustee of the
Legal & General Mastertrust.

She joined from USS,
where she was chief
pensions officer, and re-
places Moira Beckwith,

who stood down after

six years on the board.

NOTICEBOARD

BAE Systems’ defined benefit pension
schemes have completed Britain’s largest
chief
(OCIO) agreement. The trustees have

outsourced investment officer
handed the management of their £23bn
of assets to Goldman Sachs.

The in-house investment teams of the
BAE Systems Pension Scheme and BAE
Systems Executive Pension Scheme will
join Goldman Sachs by the end of the
year.

Meanwhile, the trustees behind five pen-
sion schemes sponsored by property and
construction group Keir have appointed
Schroders as its OCIO to manage their

combined f1.2bn of assets.
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McEwan (pictured) is also the senior inde-
pendent director and investment commit-
tee chair at Exeter, which provides income
protection, medical and life insurance
products.

Professional trustee provider Independent
Governance Group has continued to
strengthen its team through the appoint-
ment of three new members.

Nicole Mullock and Jo Holden join as trus-
tee directors while Aziz Jalil becomes
associate director.

Mullock has a 20-year
track record of working
with trustees and large
corporates having held
GSK,
Waters Corp and Buck.

positions  at

She has worked on buy-ins as well as led
pension scheme governance teams.
Holden (pictured) spent four years as a
non-executive trustee director of Charter-
house Pensions. Before that, she was
head of governance at the HSBC DC Mas-
ter Trust. Holden will focus on govern-
ance and risk management.

Investment management and asset liabil-
ity management specialist Jalil has held
leadership positions at Credit Suisse, Mer-
cer, Russell, KPMG, Aviva and Athora.

Also outsourcing its CIO function is the
Northumbrian Water Pension Scheme. It
has selected Cardano to govern the
scheme’s [83om worth of asset
allocations.

This will include reducing sustainability
risk across its debt and equity holdings
and managing the scheme’s liability
hedging portfolio, which will be man-
aged by Cardano in-house on a segregated
basis.

Pension Insurance Corporation (PIC) has
invested an undisclosed sum in a plot of
land where it will build a 147-home retire-
ment community.

The project in Brent Cross, London, will
be built under the Mayfield Village brand

and is part of a wider project that could

CALENDAR

October

November

November

December

25 April 2024

Finally, LawDeb has strengthened its
offering by naming Scott Pinder as its new
head of corporate sole trustee.

Pinder joined the trustee specialist last
year following a 15-year stint at Willis Tow-
ers Watson, where he was a director.

The appointment comes at a time when
more and more schemes are appointing a
corporate sole trustee to oversee their gov-
ernance in the face of growing regulatory
demands.LawDeb acts in this capacity for

around 6o schemes.

add 7,000 homes to the housing stock in
the area.

The deal was completed through a part-
nership between Senior Living Invest-
ment Partners, of which the defined ben-
efit scheme risk insurer is a member, and
retirement property investor Audley.

This is the second such deal funded by
the two following the acquisition of Head-
ley Court, Surrey, in July.

Finally, the Association of British Insurers’
Pension and Assurance Scheme has de-
risked all its longevity liabilities following
an £18.4m deal.

The buyout, which was backed by Just,
secures the benefits of all the scheme’s
remaining 16 pensioners and u8 deferred

members.



INVESTORS FACE RISKS ON MANY FRONTS
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The short-term picture is full of risks, finds Andrew Holt,
which can mean opportunities and challenges for investors.

Looking to the end of 2023 and into 2024, many risks exist
which are likely to have ramifications for investors.

For example, the surge in oil prices adds new stagflation risks.
Brent prices have climbed to around 25$/bbl in the three
months to late September — just 3$ below the 100$ mark.

This is most unwelcome for investors, as this will keep
headline inflation higher in the final quarter of this year and
hurt growth.

The price pressure reflects a shortage of supply, after OPEC+
cut production targets, under the leadership of Saudi Arabia
and Russia. Although, this must be seen in the context of a
moving geopolitical environment, with Saudi Arabia joining
the BRICS group.

On the political front, 2024 will see EU and US elections where
inflation and immigration are major concerns for the
incumbents.

Joe Biden and Ursula von der Leyen have run highly active
energy transition policies, and it is not in the interest of the fos-
sil energy industry to support their campaigns. Investors may
thus face the risk of higher energy prices for longer into those
crucial elections.

Using an interesting investment clock device (pictured) to assess
the outlook, Generali Insurance Asset Management looks at

stock and bond performance from the correlation angle.

7 bonds Near-term
N\ Stocks bias
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easier by cheap bond
valuations versus equities

Disinflation
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rate cuts

Goldilocks Positive stock/bond correlation
often requires monetary policy

Recove . .
W dominance easing

disinflation

Productivity
shock (+)
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correlation +

Rate cuts Medium-term

bias

Correlation is positive in the top left — bottom right diagonal,
and negative in the other.

Generali’s view is that markets will turn the year in the top-right
corner, with the global slowdown capping bond yields and hurt-
ing a generous earnings consensus and equity valuations.
Consensus has US corporate earnings up 12% for 2024 and
2025, and up 7% for Europe. This looks optimistic and subject
to downward revisions, Generali said.

The key risk is that global markets turn the year in the top-left
corner, as rising energy prices, and possibly food prices, as El
Nino disrupts the agricultural complex, keeping inflation high
and central banks hawkish.

Longer term, Generali expects a transition to the bottom right
corner — more bullish within six to 12 months, as the Fed starts
to consider rate cuts by mid-2024. Sustained commodity price
inflation may well delay that transition.

A nearterm defensive bias also lies in the valuation gap
between ‘risk-free’ bonds and equities. Furthermore, rate vola-
tility has been high relative to equity credit and FX volumes,
and this has played against bonds.

Equity markets delivered solid year-to-date gains into the early
summer in the context of a continued central bank quantitative
tightening. But with the latter comes the risk of some payback
to a quantitative easing-furled risk rally.

Therefore, it is safe to say, the future is full of risk for investors,
which, if navigated well, can offer opportunities as well as

challenges.



Industry view — Society of Pension Professionals

Simon Daniel is deputy chair of the Society of
Pension Professionals’ investment committee.

A DIFFERENT LANDSCAPE FOR
UK DB SCHEMES

It has been 1 years since SPP published
its Vision 2020 paper and, while it's
impossible to predict the future, the 2012
edition turned out to be quite prescient —
at least in one respect. That concerned the
observation that UK defined benefit (DB)
schemes’ collective demand for index-
linked gilts substantially outstripped the
available domestic supply. This demand-
supply imbalance led SPP to expect sus-
tained upward pressure on index-linked
gilt values, and corresponding downward
pressure on yields, over the decade ahead
(which proved right).

Vision 2030 has been published at a rather
different time for financial markets and
UK DB schemes. With yields higher,
many schemes’ funding positions have
surged from deficit to surplus. Even on
the most prudent bases, and trustees and
corporate sponsors have been accelerated
along their journey plans, finding them-
selves ready to consider securing their
scheme’s liabilities with an insurer.

And so, as we look ahead to the next dec-
ade for these schemes, and the challenges

to navigate investing their fitrn+ of as-

Publisher

Deputy editor

sets, the importance of running a resilient
portfolio which is able to withstand mar-
ket dislocation has gained prominence.
Accordingly, a key theme of the 2020
paper is also a key theme of the 2030 vin-
tage — whether the way in which schemes
manage their inflation exposure (through
recalibrating their conventional and
index-linked gilt holdings) is potentially
susceptible to inflation expectations mov-
ing in the opposite direction from their
upward trajectory of the past 12 months.
The explanation for the concern the paper
identifies in relation to inflation is techni-
cal, but boils down to the fact that, because
schemes’ inflation-linked liabilities typi-
cally carry a floor of zero, trustees will not
want to be holding index-linked gilts at a
time when markets are expecting a period
of deflation and, if schemes are seeking to
offload their unwanted linkers into a thin
market with weak sentiment at around
the same time, the hallmarks for systemic
risk would seem to be present.

Managing illiquid asset allocations is the
second key challenge that our Vision 2030
paper identifies for DB schemes, particu-
larly where their endgame is full buyout
with an insurer. While schemes, insurers
and their advisers are actively innovating
to find solutions to the problems (for pre-
mium payment) posed by outsized illig-
uid allocations, an inopportune illiquid
allocation can, at best, complicate a trans-
action and, at worst, hold a scheme back
from achieving its objectives.

No commentary on the years ahead for
UK DB schemes could ignore the ineluc-
table — and sharply accelerating — growth
of the buyout market, so our paper con-

siders the differences in regulation and

Head of sales
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investment approach for insurance com-
panies compared with DB pension
scheme trustees when it comes to deci-
sions around investing assets held to back
liabilities and maintaining appropriate
capital buffers against downside risk.

But there are warning signals too, with
Andrew Bailey, governor of the Bank of
England, noting that the buyout boom
could expose the insurance sector to “larg-
er and more concentrated exposures to
similar types of risks” which could poten-
tially impact the capacity of surviving
insurers to take on the back-book of a
failed insurer. It is for a similar reason
that Charlotte Gerken, the PRA’s director
for insurance supervision, has called for
“moderation” amongst bulk annuity in-
surers, saying they should balance short-
term incentives with the need for “long-
term and enduring financial strength”.

In that context, the paper considers the
availability of the Financial Services Com-
pensation Scheme (FSCS) and identifies
its potential vulnerability to a change in
the PRA rulebook and its status as an
unfunded lifeboat with recourse only to
levies on the insurance industry, both of
which mean that, in a crisis scenario, the
full availability of FSCS support could be
dependent on political sentiment.
Stepping back, Vision 2030 surveys a dif-
ferent landscape than in 2012, with
schemes generally in much stronger
funding positions and running lower risk
portfolios. This has brought the endgame
within reach for many over the next dec-
ade but, with that, comes a different set of
challenges to manage and some impor-
tant strategic questions to answer around

the merits of buyout versus run-on.
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Daniel Loughney is a fixed income portfolio
manager at Border to Coast

FIXED INCOME BACK IN
FASHION A YEAR ON FROM
CRISIS

A year on from the mini-Budget that
triggered the gilts and liability driven-
investment crisis, Daniel Loughney dis-
cusses the resurgence of the asset class.

Fixed income is back in fashion, compet-
ing as an alternative investment to tradi-
tionally higher yielding riskier assets
from a return perspective, as opposed to
just portfolio diversification. It's had a
rocky journey to this point, of course.
After more than a decade of low yields for
income investments, global bond yields
began to reverse course in 2021 as the
market anticipated higher inflation in
response to the huge monetary stimulus
during the pandemic. This trend acceler-
ated with the Ukraine conflict as com-
modity prices spiked and supply chains
became constrained.

And when the Kwarteng/Truss mini-
Budget of autumn 2022 brought about a
UK government fiscal credibility crisis,
domestic gilt yields positively surged.
They have remained elevated, with gilt

yields now at levels last seen in the 1990s/
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early 2000s, as inflation fears proved cor-
rect and expansionary fiscal policy led to a
significant increase in bond issuance.
Now the interest rate landscape is far
more attractive for those looking for a
return from bonds. Government bonds
and high-quality credit will be a natural
beneficiary when we experience bouts of
volatility as economic growth slows.
Medium-dated gilts now yield 4.5%. With
inflation metrics slowing and bond vola-
tility falling, gilts are appealing, with
index-linked bonds — where price and
coupons are linked to inflation — look
compelling with a real yield above 1%.
Credit spreads over government bonds
have widened as yields have increased,
leading other fixed income sectors to offer
attractive valuations for their risk profile.
We are cautiously optimistic on invest-
ment grade debt. The rise in absolute
yield levels provides an income buffer
though not total protection against a sell-
off in an economic slowdown. Weaker
growth is likely to weigh on corporate
profit margins and cashflows but yields of
around 6% on sterling investment grade
credit provide a healthy cushion to any
further spread widening.

Emerging market sovereign debt looks
interesting at current spreads of more
than 4% to US treasuries as the average
subsequent 12 month return when
spreads get to this level is more than 10%
for hard currency bonds. The market does
face the headwinds of slowing developed
market growth and weakness in China,
but the US dollar will likely stabilise as
Fed Funds are close to their peak, while
inflation is declining quicker than in

developed markets.
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Higher yields provide less comfort on
high-yield debt, however. Such companies
tend to have greater leverage, lack pricing
power, run on thinner margins and cash
buffers, and face a higher wall of maturi-
ties. This could prove problematic over
the near term.

Though the profile of fixed income
appeals to long-term investors, LGPS
funds have historically held modest allo-
cations due to a lack of liability driven rea-
sons for doing so. Without an attractive
return profile versus other asset classes,
there was little appetite for fixed income.
With the improved funding level of, and
greater need for cashflow in, the LGPS
there is scope to increase holdings at
higher rates and higher funding levels.
Economic sentiment is weakening and
forward-looking measures of activity,
such as money supply, are falling, while
inflation has pulled back from its high
and is expected to gravitate back to 2%
over the medium term.

The major central banks are communicat-
ing that official interest rates are at or
near the peak and financial markets are
pricing in rate cuts next year. Though
yields are likely to remain elevated for a
while, and bouts of volatility expected —
perhaps in response to geopolitics — we
believe the market has priced in sufficient
risk premia and yields will move off their
highs in the not-too-distant future.

While the economic landscape is subject
to change, as a long-term investor, we
believe bonds, including those that are
inflation linked, currently provide ‘a two
birds with one stone’ opportunity; gener-
ating attractive income and also helping

to match a portion of liabilities.




INTERVIEW — DAMIEN PANTLING

“l don’t think anybody has been able

to keep up with inflation and liability
growth over the past three years.”

The head of the Royal County of Berkshire Pension Fund
talks to Andrew Holt about infrastructure, future proofing,
maverick managers, a pensions skills shortage and funding.

What’s in your portfolio?

We have about £3bn in assets, but more
than £3.6bn of liabilities. Right now, we
have three broad asset classes: equity,
debt and real assets.

We have the highest combined exposure
of public and private equities than any
local government pension fund.

On the debt side, we invest in private
credit, multi-asset credit, investment
grade and government lending.

In real assets, we invest in real estate and
infrastructure equity.

It's probably worth noting that the bulk of
our real asset exposure comes from infra-
structure equity. We don’t invest in hedge
funds or other low beta diversifying strat-
egies. That’s perhaps something to look at

in the future.

You mentioned infrastructure equity, which
is on the government’s agenda. Is that
commitment a result of this, or is it some-
thing you have always been keen to
embrace?

12

We are not driven by the government’s
agenda at all. Infrastructure has been part
of our strategy since 2016. It’s largely the
other characteristics infrastructure brings,
such as index-linked cashflows, and a sta-
ble source of income which works with

our long-term investment approach.

What is the philosophy that underpins your
investment approach?

We have several objectives in our invest-
ment strategy statement, and a lot of them
work in tandem with each other. But our
philosophy can generally be categorized
into three distinct areas.

The first is diversification. That comes
from asset classes, styles, strategies and
geographies.

Second is a long-term approach or long-term
focus. The opportunities that come with
that are mainly in the liquidity premium.
Third, it comes from good governance
and an ESG focus, which speaks for itself.
But, in essence, good companies will cre-

ate and hold value over the longer term.

You have consistently matched the actuar-
ial annualised benchmark of 6.5%: what do
you attribute that to?

We set that 6.5% benchmark in March
2019. Annualised performance from then
until July 2023 has been just over 7.5%, on
a money-weighted basis.

The best performing asset classes during
this period have been private equity and
infrastructure. Since we set that bench-
mark, we've been able to achieve [the bench-
mark] largely by maintaining our focus on
growth assets and liquid alternatives.
Generally, our performance has been held
back by our exposure to real estate. We
realigned our portfolio in March this year,
not just for that basis, but that was one of

the considerations.

In your investment statement you state the
pension fund will progressively evolve to
being cashflow negative. What is the
rational here?

In simple terms, this is to do with the evo-

lution of the membership and the






membership profile of the fund. It applies
to virtually all defined benefit schemes.

With the passage of time, we see the pro-
portion of retired members compared to
our active and deferred members increas-
ing. With that, we have more money be-
ing paid out in retirement benefits com-
pared to what we have coming in from

member and employer contributions.

It is often said that this puts the fund in a
risky position. Do you identify with that, or
do you look at it another way?

It's a great question. But I look at it in a
slightly different way. When we discuss
cashflow negativity, we are referring to
our dealings with our members rather
than our investment activities. So in our
investment strategy, there is plenty of har-
vestable income: we simply reinvest to
compound that up.

If we suddenly went cashflow negative
tomorrow, we will be able to meet those
demands without selling anything.

In essence, we can always start to harvest
the income rather than reinvesting it,
then over the long term we have the scope
to amend and shift our investment
strategy, should we need more assets with
a higher income yield in the portfolio.

I don’t think our glidepath to cashflow
negativity puts us under any undue risk
as an important part of this journey is
closely monitoring the cashflow profile as

our cashflow position progresses.

You mentioned your change in portfolio
earlier in the year. How has the inflationary
environment impacted your investments?
It is a highly relevant and topical issue. To
answer it we need to think about when
the high inflationary environment really
began, and how the portfolio has per-
formed since August 2020.

Over that three-year period, the consumer
price index has inflated average consumer
prices by just under 20%. But our fund
has returned just over 24% in that same
period.

Looking at that alone, one could say we've
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In essence, good
companies will
create and hold
value over the
longer term.

been highly resilient in a high inflationary
environment. But being resilient to infla-
tion alone is not enough as DB schemes
in general need to outperform inflation by
about 2.5% on an annualised basis to
keep up with the pace of accumulation in
their liabilities. But Berkshire needs to
outperform by a further 1% to counter the
historic under-funding position.

It's probably worth noting that at Berk-
shire we have ranked in the top three
funds for performance in the whole of the
local government pension scheme uni-
verse [PIRC data set] during that period.
If we were not in such a strange and
uncertain macro environment, I'm sure
you would agree that 24% asset growth
over three years would have been consid-
ered excellent.

But like any institutional investor, I don’t
think anybody has been able to keep up
with inflation and liability growth over the

past three years.

You must still be pleased with that type of
performance.

We are, but as a DB fund, we don’t just
look at our assets. We look at our funding
ratio assets versus liabilities.

So liabilities are growing at more than 5%
each year — even more when inflation is
high — and our job is to match, or beat
that, otherwise our funding level deterio-
rates. I guess that’s the real difference
between DB and defined contribution

schemes, where DC managers only look

at one side of the funding equation.

So you’ve not had to respond too much in
terms of adjusting your investments?

It's an interesting point to consider. The
investment community is aware of the
two lagging asset classes over the past
three years: debt/credit and real estate.
Debt comes as no surprise, but we gener-
ally keep that in our portfolio as a diversi-
fier rather than a growth asset.

What's really been a surprise to us is real
estate. This asset class has historically
been attractive to investors because of
its supposed inflation protection
characteristics.

The past three years have gone to show
this asset class simply has not performed
in the way that it should. We have since
reduced our allocation to real estate and
we are continuing to evaluate its purpose

in the fund going forward.

You mentioned earlier the benefits that ESG
brings to your portfolio. What is your ESG
approach and how important is it to the fund?
ESG underpins all of our decisions, as it
does for most institutional investors. It’s
generally about being future proof.

You don’t want to be holding a bunch of
assets today that have no buyer or value in
the future. Our liability duration extends
beyond 2050. So these are important and
real considerations for the fund’s perfor-
mance and are not just arbitrary pen and
paper models. This is also a hugely com-

plex and multi-faceted area.

What do you make of recent negative
headlines about ESG?

There’s a lot of headlines out there and a lot
of them are not so friendly to the invest-

ment management community in general.

Do you have a divestment policy within your
ESG approach, or do you see engagement
as a better way to address such issues?
We have exclusions, clauses in our pooled

global equities fund allocation: that’s



exclusions from extractive fossil fuel com-
panies. We also have exclusions from
investments in Russia — that is a reaction
to the events over the past couple of years.
But generally speaking, other than those
two, engagement is viewed as the pre-
ferred and positive way forward. You can
engage with the company to try to get them
to change their behavior and this under-
pins our responsible investment policy.

The way I see it is if you divest, you en-
courage companies to go private, and then
they can just continue that behavior be-
hind closed doors with less scrutiny. Thus,

engagement is almost always preferred.

Is your fund committed to net zero?

We haven’'t made an asset owner commit-
ment to net zero. But our pool [Local Pen-
sions Partnership Investments], with
which we've pooled almost 100% of our
assets, have made the Institutional Inves-
tors Group on Climate Change asset man-
ager commitment to net zero and we fully

support that.

So you have pooled almost all of your assets?
It's around 80% of our assets which are
in the pool's investment vehicles. The
remaining assets are managed by Local
Pensions Partnership Investments. In the
industry, pooling is interpreted in differ-
ent ways. But we have fully embraced the
government’s pooling agenda from the

early days.

Generally, our
performance has
been held back
by our exposure
to real estate.

Our relationship with Local Pensions Part-
nership Investments, especially through
the delegating of the manager selection
process, gives us significant time to focus
on the more strategic priorities to build
resilience and improve our funding posi-

tion and tackle other pertinent matters.

So pooling has proven to be a good initiative?
It has absolutely been the best thing that’s
ever happened to the LGPS in my opinion.
The industry has seen quite a lot of ques-
tionable decisions in the past, perhaps
being made by a few mavericks without
proper diligence, scrutiny and challenge.
That damaged performance, inflated fees,
and, in some circumstances, actually
influenced the LGPS’ reputation.

It’s crystal clear that putting qualified and
experienced FCA-regulated managers in
the decision seat is the absolute best thing
from a governance standpoint for the
LGPS and the asset management indus-

try as a whole.

What has been your biggest challenge as a
pension fund manager?

The biggest challenge has not been on the
investment side of things but managing
an increasingly complex administration
environment within the context of dimin-
ishing and constrained resources and a
skills shortage across the industry.

But probably the biggest challenge is
working out where to go now in respect of
climate change modeling.

There’s a huge divide between the
scientific community and the investment
management community, and we are in
limbo trying to work out what to do next
with that. There is so much new data, so
many new studies, so many headlines, to
the point where we are working through
all that right now. It's an incredibly diffi-

cult challenge.

On that modeling, what is the best way
forward?
That's what we haven’t quite established

yet. We have done our modeling, but the
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whole LGPS and asset management

industry in general is in limbo on what to
do next.

You mentioned resources and skills: what
is the big issue?

This is more on the fund administration
side. And there needs to be a two-step
approach to this: one, getting people
interested in pensions administration.
Secondly, grow your own. Recruit people
at a graduate and apprentice level, train
them up and ensure they have the appro-

priate skills.

What is the aim of the fund going forward?
The main aim of the fund is, and always

should be, to pay pensions as they fall due.

What is your ambition as the pension
fund’s manager?

My primary goal is to get Berkshire back
to full funding.

How long do you anticipate it taking until
you achieve that?

It depends, because we value our fund
every three years and the timescale chang-
es. But the absolute latest would be 2038
based on current deficit recovery plans.
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npredictable times, could
nds provide institutional
investors with much needed
certainty? Andrew Holt reports.
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Hedge funds have traditionally promised to
give investors an edge. Yet in this uncertain
investment environment, the appeal of the
asset class has taken another turn — one that
potentially offers a great deal more promise.
When markets are unpredictable and the
macro-economic picture is uncertain, hedge
funds tend to offer a defensive investor
backstop.

The investment case is also supported by his-
tory. This is within the context that for most
of the past decade, the hedge fund industry
struggled to generate alpha, as low volatility
led to fewer trading opportunities while near-
zero interest rates hindered the asset price
discovery process.

But then came the tightening of monetary
policies, which have created a macro environ-
ment characterised by greater volatility —
which should (and the emphasis is on
“should”) lead to better investing opportuni-
ties for hedge funds. That is to say historically,
when equity and fixed income volatility
increases, hedge fund alpha generation also
improves. This scenario, keen investors will

note, occurred last year.

Inflation’s friend

So the hedge fund industry has displayed a
positive relationship between higher infla-
tion and higher interest rate regimes with
better hedge fund performance, according to
research by Goldman Sachs.

Furthermore, during times of low inflation,
hedge funds have generated absolute returns
that are around half (52%) of those available
to equity investors. But in periods of high
inflation, hedge funds have materially
exceeded US equity market returns, based on
the same research. The lessons are clear here,
and evident of where we are now.

Another factor in favour of hedge funds is the
breaking of the traditional stock-bond corre-
lation. This has some investors concerned
that it will limit the traditional foundations
the correlation is built upon, creating an obvi-
ous opportunity for hedge funds to fill the
gap.

Meisan Lim, managing director of hedge

fund research at Cambridge Associates, says
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the current environment is ideal for hedge funds. “More than
at any time in recent history, both equities and bonds have
been sensitive to macro events, particularly to inflation prints,”
she says. “During periods of large positive US inflation sur-
prises, macro hedge funds have tended to do better than a typ-
ical 60/40 portfolio.

“Conversely, when inflation has surprised materially to the
downside, these managers have underperformed 60/40,
though still managed to generate positive returns,” she adds.
In addition, Patrick Ghali, managing partner at Sussex Part-
ners, gives a nod to the fact that hedge funds appeal in the cur-
rent environment, but with an added variation. “Institutional
investors usually value more predictable return streams with
less volatility, but not all of them want to have a large exposure
to private assets. Hedge funds provide that type of return
stream while still being liquid and without questions over val-
uations — as can be the case with private assets.”

Additionally, Ghali says, hedge funds can provide low correla-
tion or “defensive characteristics” to support the overall portfo-
lio in times of stress. It was this defensive/low correlation that
was extremely attractive to investors in 2022, given the chaotic

market environment.

A different world

Ben Cooper, head of manager research at Cardano, the invest-
ment firm behind Now Pensions, says that diversification away
from traditional asset classes, such as bonds or equities, is a
key reason why investors turn to hedge funds. “Yet not all
hedge fund strategies fill the gap created by the breaking of the
traditional stock-bond correlation,” he says.

Although he adds: “The term hedge fund is broad and encap-
sulates a range of strategies where diversification potential
varies greatly,” he says. “For example, we would expect a trend-
following fund to offer a different return profile to a long-
biased equity long/short fund over the medium to long term,”
Cooper says.

For all that though, he questions whether institutional inves-
tors are turning to hedge funds? “It’s not clear cut,” Cooper
says. “And it is very much dependent on client type.

“A focus and preference for liquidity has suppressed some of
the appetite for hedge funds, which can have fewer liquid
terms,” he adds.

Cooper says one trend he has observed is that investors who
use hedge funds have increased their exposure to them. “In
general, though, those that already have an allocation to hedge
funds are generally more positive on the outlook for the seg-
ment, with the benefit of diversification as the main driver of
this appetite,” Cooper says.

Although Claire Lincoln, global head of institutional investor

relationships at the World Gold Council, says the economic
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While short-term
performance tends to be
head turning, it often isn’t
that informative.

picture is a big spur for investors to turn towards hedge funds.
“With recession risk still on the table, further bumps in the
road ahead cannot be ruled out and investors may look to
increase hedging and/or defensive strategies,” she says.

Cooper adds that there are other reasons for investors to con-
sider getting into hedge funds. “In addition to their potential to
offer differentiated returns from traditional asset classes,
hedge funds also have the potential to improve: one, risk/ad-
justed performance; and two, downside protection of a

portfolio.”

The price of growth

Despite the attractions of hedge funds, the long shadow pre-
sented by high fees has frequently been a sticking point for
investors. “High fee loads remain a challenge for certain inves-
tors,” Cooper says.

The fees issue reared its head in an Alternative Investment
Management Association (AIMA) investor survey. The key
point it revealed was that investors are increasingly making a
high level of transparency around fees and expenses a pre-req-
uisite to any allocation.

The report asserts that hedge fund managers and investors are
continuing to explore more “equitable compensation arrange-
ments which meet their expectations”. This potentially sug-
gests a power shift in favour of investors, with more varied and
better fee models being offered by many hedge funds to
investors.

AIMA’s research also showed that North America had
reclaimed the title of the most confident region for hedge
funds, having trailed the UK for seven consecutive quarters.
The reshuffle reflects resilience among North American fund
managers, AIMA says, and could be a useful guide for inves-
tors wanting to bring a hedge fund on board.

And investors have gone big on hedge funds — at least when



measured by those funds reporting to Aurum’s Hedge Fund
Data Engine — which have grown by $35.3bn (£28.4bn) since
the end of 2022 to stand at $2.9trn (£2.3trn). This was driven
by net positive performance of $79.4bn (£64.1bn), which was
partially offset by net outflows of $44.1bn (£35.6bn).

Seven of the eight master hedge fund strategies saw growth in
assets under management, led by multi-strategy funds and fol-
lowed by equity long-short vehicles. Multi-strategy fund growth
was driven primarily by positive performance and modest cap-

ital inflows.

Where to look

But while hedge funds could well offer something for institu-
tional investors, given the vast nature of the hedge fund uni-
verse, where should institutional investors be looking? Inves-
tors often cite finding the right hedge fund, at least those
unfamiliar with the hedge fund world, as something akin to
finding a needle in a haystack.

“We continue to favour strategies such as global macro and
CTAs [commodity trading advisers] as well as relative value
strategies,” says Ghali, offering an insider’s guide. He cites
these being attractive due to “their non-correlated profile” and
the fact that they are able to provide protection in challenging
markets such as last year.

“Should we end up in a sustained, long-term bull market, mod-
els should be also able to adapt to this,” he adds. However,
Ghali also notes: “We are cautiously positioned and as such
want some protection in our portfolios as we think there are a
lot of risks on the horizon.”

Although it should be noted that CTAs have had much publi-
cised difficulties. To this, Ghali counters: “While 2023 has
been challenging for some, but by no means all CTAs — we
have some that are up 7% this year — we tend not to look at
short-term performance but rather act like investors and not
traders.”

And he adds: “It is hard to judge any strategy on a few months
of returns. While short-term performance tends to be head
turning, it often isn't that informative.”

Ghali also discusses the type of strategies that interest him:
“We also are looking for strategies that are cash efficient and
hence can benefit from the tailwind of higher rates on their
unencumbered cash positions.”

Cooper has an enthusiasm for global macro in his hedge fund
wish-list. “Multi-manager platforms and global macro strate-
gies have generally attracted inflows and have tended to per-
form strongly over the medium term,” he says.

However, Cooper adds: “Within these strategies there is a scar-
city of supply of high-quality managers. Larger, more estab-
lished funds, with good track records, are able to secure more

favourable economics and terms.”

On trend

Global macro is attractive for several reasons. But the key one
is if the trend toward what is often termed de-globalisation con-
tinues, there is a belief that individual economies will become
less connected, and monetary and fiscal policies naturally will
follow. This could lead to greater dispersion in the perfor-
mance of asset classes globally — a hugely rewarding backdrop
for global macro managers.

But the economic environment is changing. This potentially
could see the environment move away from that attractive pic-
ture for hedge funds. After the high inflation experienced in
2022, is the case for macro hedge funds still intact?

“We believe so,” Meisan Lim says. “First, we suspect risks are
skewed to either matching or exceeding current inflation
expectations,” she says. “As a group, macro funds have a wide
range of resources to identify mis-pricing and can choose from
a variety of instruments to maximise their payout.”

Lim notes other tailwinds support the thesis that a macro strat-
egy will do well in an environment susceptible to inflation sur-
prises. “Rather than focusing on promoting maximum em-
ployment as it did in the low-inflation era, the Federal Reserve
is now forced to favour combating inflation by raising the Fed
funds rate,” she says.

Furthermore, Lim adds that when quantitative easing flushed
the markets with liquidity and drove investors to reach for
yields higher up the risk curve, concentrated beta-driven port-
folios were more attractive than a diversified portfolio with
many alpha sources. “Now that monetary tightening is in effect
and interest rates have risen, macro managers are in an oppor-
tune position to benefit from greater alpha opportunities and
diversification of assets and geographies,” she says.

So the message is clear: institutional investors should be look-
ing towards hedge funds to help boost and diversify their
portfolio.

Not all hedge fund strategies
fill the gap created by the
breaking of the traditional
stock-bond correlation.
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AMERICAN BYE?

THE US:



The US faces unprecedented uncertainty. Take the political pic-
ture. Come November next year Donald Trump could return to
the White House, or, he could be in jail. That is a stark and
truly unparalleled difference.

Then there is the economy. The US economic outlook has con-
tinually shifted. In chronological order, the outlook has gone
from soft landing to hard landing, no landing, crash landing,
hard landing and now, it seems, a soft landing again.

But then there are added twists: such as the time lags between
the Fed’s aggressive rate hikes and the impact on the economy.
With some suggesting the US could yet tip into a recession.
This makes the US outlook unpredictable to say the least.
That said, indications suggest third quarter growth is doing
nicely, thank you very much. Hardly putting the US on the
precipice of a recession, but it is adding to the uncertain
picture.

What are investors to make of it all? Let’s take the political cha-
rade first.

Will the Trump and Biden show have an impact on investors?
Jack Janasiewicz, lead portfolio strategist at Natixis Investment
Managers, is unperturbed. “It’s challenging to opine on mar-
kets this far out ahead of a presidential election. The obvious
issue is we don't know who the candidates will be and what

their agenda will look like,” he says.

The big fight
Indeed, while a straight fight off between Biden and Trump is

expected, it is not inevitable. Given that while the incumbent

The US appears to be in turmoil, politically
and economically, leading some to ques-
tion if it is still exceptional. But all is not
lost for investors, says Andrew Holt.

president, Joe Biden, will seek re-election, there is the potential
for health issues preventing this from happening. In particu-
lar, his embarrassing gaffes have become a daily occurrence.
Then running against him, the Republican nominee, based on
polling, will be Donald Trump. But on-going legal troubles
continue to cloud this backdrop. It may prevent him from ac-
cepting the Republican nomination.

If this ends up being the case, the American political system
could go into meltdown, given the strong support Trump main-
tains through a proportion of the American population.
Richard Tomlinson, chief investment officer at Local Pensions
Partnership Investments, ponders what it could mean from a
geopolitics perspective if Trump was to return to the White
House next year. “There will be challenges, for sure,” he says.
“How might this impact the China-America relationship?
What impact could that have on investment opportunities?”

It is worth remembering that when Trump won the presidency
in 2016, the S&P500 jumped by 12%. In recent history, the big-
gest fillip to the S&P by a presidential election was when Bill
Clinton won his second term in 1996, which resulted in a 23%
boost. The worst came when Barack Obama was elected presi-
dent for the first time in 2008, which resulted in a dramatic

drop of 37%, according to Morningstar.

Winners and losers
When it comes to the run up to the election itself, it poses neg-
atives and positives for Tomlinson. “The election creates prob-

lems and opportunities,” he says. “Governments and politics
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Never underestimate the
flexibility and dynamism of
corporate America and the
US economy.

are now defining investment winners and losers, in terms of
sectors, and particularly in green energy.”

Although some of the pre-election fervour can be attributed to
nothing more than political noise — albeit with the volume
turned up to maximum — which may not necessarily shape the
nature of the markets.

In addition, the positive US outlook, based on a soft landing, and
the fundamentals in the economy suggest the country overcom-
ing its recent difficulties. A point made by Raffaele Savi, head of
systematic equity at Blackrock. “So far in 2023, equity markets
have shrugged off banking stress, recession risk and monetary
tightening in favour of a more optimistic view,” he says.

So on this basis, if it was a road trip, the US economy has over-
come some big bumps in the road, but now a clear route has
opened up ahead. One like Route 66, clear and enjoyable.
Janasiewicz concurs on such a scenario. “We remain in the soft
landing camp based on our current economic outlook. This
leads us to favour risk-on assets, preferring equities over bonds
and the US relative to the rest of the world,” he says.

One assessment says the soft landing scenario is already evi-
dent in the data. Goldman Sachs suggests US equity cyclical
stocks have outperformed defensive stocks by almost 12%
across June, July and August. Goldman Sachs says the equity
markets are, therefore, predicting 2% GDP growth this year as

a result.

Hard to ignore

This is a source of debate. “The US economy continues to
evolve,” Tomlinson says. “The next three to six months are
hard to call.”

But Tomlinson adds that from an institutional investor per-
spective, especially with a long-term timeframe, it is difficult to
ignore the US. “We have significant exposure to US equities. It
is hard not to have a meaningful exposure to the US. If you

don’t, you will be way off the benchmark.”
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There is no doubt that the US equity market is in a good place.
But this is unlikely to last, says Aron Pataki, co-head of real re-
turns at Newton Investment Management. “The US equity
market could continue, but if history is a good guide, and I
think it is, then returns are going to be subdued, poor in the
medium term from here. Because interest rates are high and
valuations are elevated,” he says.

This presents its own uncertain view for investors, without the
added complexity created by the election and all its
shenanigans.

Janasiewicz says we can though highlight some observations
in reference to US presidential elections from history about the
shape of markets to come. “The first being that markets, from
a seasonality perspective, tend to rally several months into the
heart of the election campaign,” he says.

Here Janasiewicz highlights that July through to September
have historically been strong months for the stock market in
election years, ultimately giving way to some weakness up un-
til election day, and then finally resuming an upward trend.
He also sees similar seasonal patterns in implied volatility for
equity markets, with a notable uptick in volatility beginning in
September and rising through election day and then finally
seeing pressures abate into the end of the year.

But given the unique and potentially divisive nature of the elec-

tion ahead do historical precedents still stand?

Congress is king

Although another factor in not getting too carried away about
the political situation impeding on the market is that presiden-
tial elections tend to have a limited impact on the direction of
the markets given that Congress ‘controls the purse strings,’
Janasiewicz says.

And he adds that again looking at historical return patterns,
markets do best under a Democratic presidency accompanied
by a split Congress while a Republican president with a split
congress has less robust outcomes.

“And while a Democratic-led Washington tends to see higher
stock market returns, what matters most is the economic back-
drop,” Janasiewicz says. “By far and away, earnings growth
matters more so than the political landscape.”

And as the mantra goes — once you give corporate America
the rules by which they must play, they’ll figure out how to
make money. “Never underestimate the flexibility and dyna-
mism of corporate America and the US economy,” Janasie-

wicz says.

Big checks
Another factor tending towards calm is that while the political
climate in the US has become increasingly more polarized

over the years, the system of checks and balances central to the



US political system has prevailed. Although they have been se-
verely tested at times.

It is this system of checks and balances that prevent a signifi-
cant deviation from current polices that can upset the apple
cart from an economic perspective and create real uncertainty
for investors.

“Sure, we have seen the power of fiscal spending more recently
but monetary policy still remains largely independent, despite
what some may argue,” Janasiewicz says.

Although how much fiscal latitude Washington has going for-
ward given that the deficit has been a hot button issue will
remain critical. “How the economy evolves from now until
election day will be key in terms of opportunities or challenges
towards investing,” Janasiewicz says.

He adds that he doesn’t expect much to change in terms of eco-
nomic drivers from the US political backdrop in the run-up to
the election next year. “Rather, chair Powell and the Fed are the
more important inputs. Inflation, the labour market and
growth prospects all carry a far heavier weight than the debates

or polling.”

Campaigning hot air

Putting some numbers to the impact of US elections on the
market, it is interesting to note that there have been 23 elec-
tions since the S&P500 began. In these election years: 19 of
them (83%) provided a positive performance. Which bodes
well for investors.

When a Democrat was in office and a new Democrat was
elected, the total return for the year averaged 1%. When a
Democrat was in office and a Republican was elected, the total
return for the year averaged 12.9%. Based on these numbers,

investors have little to fear.

So far in 2023, equity
markets have shrugged off
banking stress, recession
risk and monetary tightening
in favour of a more
optimistic view.

Another issue to consider in the run up to election is the nature
of political campaigning itself and its overall impact. Cam-
paigns almost always increase the noise leading up to an elec-
tion: it is its job after all.

But the noise often outweighs the substance, with candidates
frequently outlining in their stumping policies that often get
watered down or sometimes lost, but rarely get implemented
as promised. So the concern for markets the debates often
throw up can be dismissed frequently as hyperbole.
Janasiewicz defines the real players in the US political environ-
ment. “The president and Congress can certainly help in pro-
viding a fertile background in which businesses operate. But
aside from this, the impact is somewhat muted,” he says. “The
economy matters more and the political backdrop has far less
of influence here than most give credit.”

Here we return to the favourite maxim of Bill Clinton’s adviser

James Carville: It's the economy stupid.

Exceptional America

There could also be another explanation for what is happening
in the US. Richard Tomlinson puts the potential parlous posi-
tion of America in a wider perspective. “It is about America
exceptionalism. It is about one question: Is America still
exceptional?”

This puts into question America’s position in the world, one
where it could well be no longer the hegemonic political and
economic kingmaker: a position it has held since the Second
World War. This has implications far beyond the 2024 US
presidential election.

“Some are saying the era of America exceptionalism is coming
to an end. But there are pretty good reasons why that is not the
case,” Tomlinson says. “Being the world’s dominant reserve
currency gives you a massive privilege. The US is also still the
major superpower. Until that changes, America will remain
appealing as a relatively stable and dynamic market.”

It is true that, despite all the noise surrounding the election,
the US market is hardly in decline. This is seen through the so-
called ‘super-7’ US stocks: Apple, Microsoft, artificial intelli-
gence specialist Nvidia, Amazon, Meta, Tesla and Alphabet,
which now make up more of the global equity index (MSCI
ACWI) than the whole stock markets of Japan, the UK, China
and France combined. That screams strength not weakness.
Bringing all arguments back to the market, Tomlinson offers
a straightforward and balanced assessment to the impact of
the US election and its position in the world as the leading
nation.

“If you look at some US stocks, it maybe does look ominous in
some areas. And the US does face some significant challenges.
There is no doubt about that,” Tomlinson says. “But we are not

seeing the end of America anytime soon.”
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Debt will play a crucial role in the world transitioning to a
regenerative economy from one powered by oil and gas.
This month, we look at how institutional investors are making
their debt portfolios more sustainable.
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NEW FRAMEWORK AIMS TO PUSH FINANCE
AND BIODIVERSITY CLOSER TOGETHER

The TNFD wants to shift the dial on nature-related risk
through improving reporting and boosting financial flows,
finds Andrew Holt.

After two years of discussion, The Taskforce on Nature-related
Financial Disclosures (INFD) has published its final recom-
mendations for a nature-related disclosures framework — a
move which is likely to have big implications for institutional
investors.

The TNFD has two aims: to inform better decision making by
companies and investors; and contribute to a shift in global
financial flows toward nature-positive outcomes.

The initiative has strong support. It is led by 40 members
which collectively have more than $20trn (£f16trn) of assets
under management. It also has the support of stakeholders
from almost 60 countries.

The introduction of the TNFD’s 14 disclosures, along with its
implementation guidance, comes at a time of rapidly growing
global interest in nature and biodiversity issues.

Policymakers, regulators, asset owners, investment managers
and corporates are, as witnessed at events hosted by portfolio
institutional, particularly our ESG Club Conference in Septem-
ber, increasing their focus on nature-related risks.

A big and vitally important factor within that is the necessity of
mobilising finance to tackle nature loss and scale-up nature-

based strategies.

The costs of inaction

The TEND’s recommendations build on those of the Task
Force on Climate-related Financial Disclosures (TCFD). They
are also “consistent with the global sustainability standards of
the International Sustainability Standards Board” and the
“impact materiality” approach used by the Global Reporting
Initiative and incorporated into the European Sustainability
Reporting Standards.

This, says the TNFD, provides organisations with nature-related
guidance that enables their reporting requirements across juris-
dictions with the different approaches to materiality now in use.
On the impetus behind the disclosures and framework, David
Craig, co-chair of the TNFD, said: “Nature loss is accelerating,
and businesses today are inadequately accounting for nature-
related dependencies, impacts, risks and opportunities.
“Nature-risk is sitting in company cashflows and capital portfo-
lios today,” he adds. “The costs of inaction are mounting
quickly. Businesses and financial institutions now have the
tools they need to take action.”

Emma Latham-Jones, senior manager at responsible invest-
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ment campaigner Share Action, applauded the initiative. “The
new TNFD framework is a crucial step in the right direction
towards protecting our planet’s nature and biodiversity.”

She does, though, have some concerns. “Chief among them is
the lack of data standardisation that would allow information
about biodiversity to be compared effectively between financial
institutions,” Latham-Jones said.

“We urge the business and finance sectors to incorporate the

new framework into their decision-making process,” she added.

Aligned reporting

The TNFD recommendations align with the requirement of
Target 15 of the Global Biodiversity Framework for corporate
reporting, which calls for assessment and disclosure of nature-
related risks, impacts and dependencies. This would enable
companies to align their corporate reporting with global policy
goals, as they are doing on climate-related issues.

Following the example of the TCFD, the TNFD will track vol-
untary market adoption annually through a status update
report beginning next year.

David Willans, sustainability director at corporate communica-
tions consultancy Bladonmore, has been following the issue
with interest and believes the outcome is positive. “The guide-
lines do the herculean task of setting out how to understand
the relationship between nature and a business. This gives
communicators the facts to communicate in engaging ways,
over and above ticking the disclosure boxes,” he said.

Echoing a similar point, Elizabeth Mrema, co-chair of the
TNEFD, highlighted how nature-related risk management has
risen up the ladder of importance for investors. “Business as
usual is no longer an option and business and finance can no
longer consider nature and biodiversity as just a corporate
social responsibility issue. It is now squarely a central and stra-

tegic risk management issue,” she said.

Fast evolving

But Willans added that challenges remain. “Corporates and
investors alike have to recognise that this is an entirely new,
fast-evolving field. Smart investors will. And they will expect
companies to be transparent about what’s not yet been done as
much as what has. For some companies that’s going to be hard
because they’re worried about the optics, but not doing it car-
ries much greater risks,” he said.

Pharmaceutical behemoth GSK has been first to rise to the
challenge. It is to publish its first TNFD disclosures from
20206, based on 2025 data. TNFD expects other companies to
follow its lead. The TNFD also plans to announce an inaugural
list of its adopters — companies that have indicated their inten-
tion to start adopting the recommendations — at the World Eco-

nomic Forum at Davos in January.
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INTERVIEW — DAN NEALE

ESG Club interview — Church Commissioners for England

“Investors should not see themselves
as separate from society.”

The responsible investment social themes lead at the Church Commissioners for England sits

down with Andrew Holt to discuss the challenges of promoting the social aspects of ESG, wav-

ing goodbye to oil and gas, pushing human rights and the importance of having a plan.

What does the role of social themes lead
entail?

Within the investment division, I look at
social issues in the Church Commission-
ers’ portfolio. I look at human rights, slav-
ery, ethics, the just transition and ethical
screening — and that covers all asset

classes.

The role of social themes lead is a new
position: why was it created?

Ijoined in April last year when the Church
Commissioners decided to bring in more
thematic specialists. This reflected a strat-
egy change within the organisation away
from having generalists to a focus on spe-

cialists in particular areas.

Why is the social aspect so important to
the Church Commissioners?

At the highest level, the Church of Eng-
land’s Marks of Mission include address-
ing social structures and social issues.
Our role as an ethical investor is plugged

into those social structures.
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The social aspect should be equally
important to all investors because funda-
mentally, investors are part of society.
They are impacted by it; they are not sep-
arate from it.

That is an important part of the ESG
debate: investors should not see them-
selves as separate from society. And our
belief is that socially responsible conduct
underpins value creation and supports

long-term returns.

A good point. Do you think, therefore, that
the S in ESG gets neglected by investors in
favour of the E?

Neglected is a little strong, but the S has
been a poor cousin to the E. Although if
we go back to when responsible invest-
ment and ethical investing was new, a lot
of it was people focused. It was about
avoiding products that were inherently
harmful, like tobacco. We don’t invest in
those because they harm people. So there
was a starting point with a heavy S as a

focus in investment.

The rise of sustainability led to a heavy
focus on the E, particularly climate issues.
That then received a lot of traction.

In part, it reflects that many investors got
behind the idea of climate change as a
systemic risk. The setting up of frame-
works — like the Task Force on Climate-re-
lated Financial Disclosures — came with
all that and it was driven forward.

There is also an argument that the num-
bers within the E are easier to wrap your
head around, such as the targets. Whereas
the S can mean different things to differ-

ent people.

Is that why the social part doesn’t get the
focus it should?

There are always going to be trade-offs in
terms of resources and what to focus on.
Seeing what has happened in the past few
years, particularly between Covid and
social movements in North America, has
helped push the S higher up the agenda.
But it is steeped in inclusion in some

cases. And that doesn’t necessarily trans-



late into all parts of the world having the
same point of focus. There is a certain
element of being conceptual with the dif-
ferent topics.

Like with net zero in the E, there isn't that
identifiable equivalent that everyone can
pile into and push forward on within the S.
Soitisn’t, coming back to the initial point,
that the S hasn’t been neglected as such, it
is in fact more disparate across a lot of dif-

ferent topics.

So, therefore, does a net zero equivalent
need to be created on the social front?

We want companies to respect human
rights and we recognise social inequali-
ties as a systemic risk. We want compa-
nies to address social inequality or at least
not become entrenched within it.

And on those two things, it is unfortu-
nately something that companies don’t
coalesce around. There is no net positive
on the social side because you cannot off-
set human harms here by doing good

stuff over there.

How does your responsible investment
approach work overall?

We are quite open about our responsible
investment approach, which is set out by
our RI and ethical policies. Our frame-
work is to respect people and the planet. It
is big and, as it is not either/or, relates to
our increased positives and negatives in
dealing with those risks.

The systemic risks we have focused on
will guide our stewardship work on three
levels: climate change, nature loss and
social inequality. They also feed into the
practical work as to where we should
invest.

And then there is the micro level, where
we actually engage with assets and indi-
vidual companies. And also on the man-
ager level, where we integrate responsible
investment into our manager selection so
they improve and go higher up that level
of responsible practices.

Then there is the macro level, where we
look at the big picture stuff — the environ-

ment in which businesses operate in. So

Church Commissioners for England — ESG Club interview

that is how we translate the policy into a

practical approach.

You are guided by the Charity Commis-
sion’s rules: do they hamper your ESG
ambitions?

We are not an impact-first investor. The
Charity Commission’s rules set out quite
clearly that our charitable objectives are to
supply sustainable returns to the Church.
So that gives us nice clear parameters.
Just because we cannot do concessionary
investing it doesn’t mean we cannot have
a positive impact at the same time.

They hamper us in that respect — because
it comes down to the objectives of the
organisation. There is a box we are in
within the rules and it is how do we do the
best within that box to achieve what we
want to achieve. For example, we had a
green bond launch, which fed into the
sustainability investments. So there is
plenty like that we can do. There is a vast
amount of impact that charity investors

can have.
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The Church Commissioners have commit-
ted to divesting from fossil fuel companies
which are not aligned with the Paris
Agreement goals. Where are you with
these plans?

Back in 2021, we excluded 20 oil and gas
majors from our investment portfolio. We
are now excluding BP, Ecopetrol, Eni,
Mobil, Occidental

Petroleum, Pemex, Repsol, Sasol, Shell

Equinor, Exxon
and Total, after concluding that none of
them are aligned with the goals of the Par-
is Climate Agreement, as assessed by the
Transition Pathway Initiative.

The broader exclusion of all oil and gas
exploration, production and refining com-
panies will follow by the end of 2023. The
decision to disinvest was not taken lightly.
Alan Smith [First Church Estates Com-
missioner| has said on the issue that the
energy majors have not listened to the
voices in society or markets they serve
and they are not moving quickly enough

on the transition.

Last year you made a commitment to vote
against companies that do not meet
expectations on human rights. Why is this
important?

It comes back to having respect for the
people. On a human rights policy, we
expect all companies to respect human
rights. That is a fundamental expectation.
And it underpins other social themes like
decent work, just transition and artificial
intelligence ethics.

We also recognise, as I have said, social

inequality is a systemic risk, which can

create a risk to investors like us. The Busi-
ness Commission attacked inequality,
and we agree with their view that at the
heart of that risk is how companies
respect human rights.

So it brings together our ethical thinking
and our long-term systemic risk thinking.
It is about how we take that systematic

approach.

Would you divest from a company over this
issue as a result?

What we are looking at is whether they
have policy commitments to respect
human rights and whether they imple-
ment due diligence. These topics are well
aligned to the legislative requirements. It
is a good hook to engage with companies.
It is not really a disinvestment conversa-
tion. But if there are breaches of human
that s different

rights, then a

conversation.

The Church Commissioners list the themes
as Respect for People and Respect for the
Planet. What do they mean?

As I mentioned, it is big and we look at
where both come together: like a just tran-
sition for workers towards net zero, or
respect for land and rights in addressing
nature loss.

It gives us a focus area of the things we
want to see. We have set out net-zero tar-
gets. It gives us the ability to say why we
are talking about these topics and gives us
a framework in which to bring all the
things together. We are recruiting for a

planet lead at the moment.

The S has been a poor cousin

to the E.
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Your experience is leading social and
human rights rankings and impact at the
World Benchmarking Alliance. Has your
time as a social performance consultant
and an officer in the Royal Navy served you
well in your current role?

I hope so. I have had a wiggly career path.
It is good to have a diverse experience
coming into a role like this.

And there are some unrealistic expecta-
tions placed on the ESG stuff — to be
experts across all of its issues. One of the
Navy’s defined traits is to be cheerful in
adversity. That's useful when we have
emerging dramas. Worse things have
happened at sea. I bring that with me
when it comes to emergencies or
problems.

From the civil society piece, it is engag-
ing with companies and understanding
what engagement looks like. That has

been useful.

What have been your biggest challenges in
this role?

Moving into a different space. It has been
learning about the Church Commission-
ers, as it is a complex organisation. It has
a long and distinguished history and is a
diverse investor. There has been a lot to
learn. So the biggest challenge has been

wrapping my head around it all.

What are your main priorities going for-
ward and why?

One of them is the human rights voting
approach. We are looking to publish a
round up on this towards the end of the
year. But we also recognise the lack of
data on this. So we are in the grip of some-
thing for investors to engage with data
providers on this topic. That is something
we want to carry forward. We want to take
systemic action, but we recognise the data
is not yet available.

A broader priority is to bring all these dis-
parate elements into an overarching
social plan. This is so that we can have a
social action plan close to that of a climate

action plan.



is head of real estate
debt at BNP Paribas Asset Management

EUROZONE COMMERCIAL
REAL ESTATE RESET CREATES
OPPORTUNITIES FOR DEBT
INVESTORS

The sharp rise in interest rates over the
last year has lowered valuations and led
buyers to demand higher yields when
acquiring commercial property. Banks
have increased their scrutiny and caution,
reducing loan-to-value funding ratios.
While there is still demand from borrow-
ers, especially for refinancing maturing
debt, the amount of debt offered by banks
per square metre is lower. We believe this
environment presents an attractive oppor-

tunity for investors.

Real estate pricing

Currently, real estate prices are being
reset. Property markets, including those
for commercial real estate, are adjusting
in the face of two opposing forces:

— On one hand, the significant rise in
interest rates in the eurozone since the
summer of 2022 has increased borrow-
ing costs and is weighing on property
valuations

— On the other hand, higher inflation is
expected to boost rental revenues over
time as rents are typically partly or fully

indexed to the rate of inflation.
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As a result, the amount of money you can
now borrow from a lender has decreased
(the maximum is circa 10 points less than
a year ago), while returns have increased
along with market interest rates (the cou-
pon rate on the bonds is typically
floating).

Vulnerable segments Interest rate rises
have pushed up costs for property owners.
Leveraged lenders may be vulnerable
when asset price resets occur. Pessimists
point to the lingering effects of the
Covid-19 pandemic: consumers have not
fully returned to shops and many workers
are still working from home. These trends
are undermining the value of shopping
centres and offices, though more so in the
US than in the eurozone. This is because
the eurozone has not seen the property
market excesses that will likely create
problems in the US market in coming
months. In the European CRE market,
lower-grade office properties face both
weakening demand and higher construc-
tion and maintenance costs. Potential buy-
ers are retreating; lenders are imposing
punitive lending rates; and occupiers are
upgrading, leaving lower-grade properties
and moving into buildings that meet the

latest environmental standards.

WFH - less impact in the eurozone

The shift to working from home (WFH)
during the pandemic triggered discussions
about the impact on demand for office
space and the damage it could do to the per-
formance of office markets. News that
financial firms are encouraging, or even
requiring, staff to return full time to the
office suggests the trend may have peaked,
but we have not yet reached a new equilib-
rium. If working from home expands, it

could significantly reduce demand for
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office space, resulting in higher vacancy
rates, obsolescence and falling rents.
Anecdotal reports suggest offices in Europe
have seen a much sharper post-Covid
rebound in usage than in the US. The Wall
Street Journal recently noted US office
occupancy was at 40% to 60% of pre-Covid
levels compared to 70% to 90% in Europe.
Longer commutes, poorer public transport
networks and larger suburban dwellings
kept US commuters working from home.
Tighter labour markets may also have led
US firms to hire more remote workers in
recent years.

While the commercial real estate market
will undoubtedly face challenges in the
years ahead, we believe the office sector
remains a viable opportunity, particularly

when considering the regional differences.

Risk of stranded assets due to ESG
requirements

According to the World Green Building
Council, buildings account for 39% of
global energy- related CO, emissions.
Around three-quarters of these emissions
come from operating buildings, the rest
from construction. New environmental
regulations to address these issues have
added significantly to the costs of upgrad-
ing a building from today’s standards to
2030 requirements.

Owners of buildings outside city centres
or in smaller towns may struggle to meet
these obligations and these buildings may
become stranded assets. This factor is
already being integrated into the market’s
assessment of buildings and contributing
to lower valuations.

While the requirement to upgrade or
refurbish buildings to a higher standard
is a challenge for property owners, it cre-

ates opportunities for those financing it.
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ESG Club feature — Sustainable debt

SUSTAINABLE DEBT:
CLEAN MONEY

With the energy transition needing debt to succeed,

how are institutional investors ensuring that their

capital is being used to create a sustainable future?

Mark Dunne reports.

Debt makes the world go round. It has built civilisations,
funded technological and medical breakthroughs and kept
armies stocked with the armaments that have changed the
course of history.

Indeed, today the world’s debt pile stands at $307trn (£251trn),
a figure which jumped by $10trn in the first half of this year.
Lending money to corporates and governments has for centu-

ries been used to change the world. And it is needed once
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again, but this time to fund the most ambitious project we have
ever faced — shifting the world off oil and gas and into cleaner
alternatives, while trying to make the world fairer.

It’s not an easy task. Especially, when you read headlines claim-
ing that it is too hot for solar panels to work or there’s not
enough wind in the North Sea to drive the turbines.
“Fixed-income markets are critical to funding the transition, as

most of the funding will come from the debt markets, both
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sovereign and corporate,” says Scott Freedman, a fixed income
portfolio manager at Newton Investment Management.

“This provides a growing number of opportunities for bond
investors to help further the drive to achieve positive environ-
mental and social objectives, even in an environment of several
ESG headwinds,” he adds.

Historically, sustainability has been promoted in equity portfo-

lios. However, this is changing as investors and their stake-

holders believe that such a policy should stretch to all the assets
they have exposure to. And different asset classes need differ-
ent approaches.

“Although a lot of focus has been on the equity side, there are
a number of tools on the debt side to do this. And those tools
are becoming more sophisticated,” says Jonathan Lawrence,
senior responsible investment analyst, active fixed income at

Legal & General Investment Management (LGIM).
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These include promoting decarbonisation and temperature-
alignment pathways, while exclusions form a big part of how
asset managers approach climate risk on the debt side.

“The other big tool, which is less appreciated, is engagement,”
Lawrence says. “It's important that we are engaging with com-
panies in our debt portfolios to understand if they have a

meaningful climate transition strategy in place.”

Not what it says on the tin

But debt which is labelled sustainable is not an end in itself.
“We shouldn’t just look at a portfolio of sustainable debt and
believe it is robust from a climate transition perspective,”
Lawrence says.

“What it does is signpost that issuers are potentially moving
in a certain direction, but we need to look at issuers in their
entirety and not just their labelled debt,” he adds.

A portfolio of labelled debt cannot achieve net zero, Freedman
says. “Labelled bonds, while an important and growing part of
sustainable finance, must be considered on a case-by-case
basis given greenwashing risks,” he adds. “They may not
always provide credible and robust initiatives and targets.”
Many labelled bonds make furthering environmental objec-
tives part of their framework, but other targets exist too, such
as healthcare provision. “There is much more that needs to be
done in order to try and achieve net zero, and shorter-term tar-
gets will be an important part of that,” Freedman says.

Yet just because a company has not issued any green bonds
does not mean it isn’'t mobilising capital into green projects.
“That would be more important to consider than a brown
issuer who uses a green bond to fund a small amount of capex,”
Lawrence says.

In the conventional debt market, engagement sets the expecta-
tions for companies in terms of their strategy and making sure
robust governance and accountability is in place. “That’s more

important than the label on the bond,” Lawrence says.

Different shades of green

But could a portfolio of sustainably labelled debt make an
investor appear to be greener than they actually are?

“That’s definitely a risk,” Lawrence says. “The tension in the
market has always been around governance and whether or not
the barriers to entry should be higher to issue sustainably
labelled debt without hindering efforts to mobilise capital
towards green activities.

“LGIM’s position has always been to focus the analysis at the
issuer, not just the instrument, to make sure the bond, and the
portfolio, reflect a genuine move towards the transition and
not just a chance for greenwashing,” he adds.

Freedman says that it is “likely” sustainable labels make port-

folios appear greener than they truly are, and warns: “You need
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We need to be careful
about label chasing.

to analyse issuers on a case-by-case basis,” he adds. “We need
to be careful about label chasing.”

With a limited supply of green bonds, the main option for
institutional investors is to make mainstream debt more sus-
tainable. “Issuers, both sovereign and corporate, are under
much greater scrutiny in terms of behaving as responsible cit-
izens,” Freedman says. “This raises the level of granularity
around sustainability initiatives that a broad range of stake-
holders, including bond investors, expect to see.

“This introduces a greater level of accountability, a type of trust
or covenant in place between issuers and investors. In turn,
this leads to greater bondholder engagement, ESG analysis,
tracking of ESG performance and will increasingly impact

issuers’ cost of capital, especially for ‘sin’ sectors,” he adds.

A test of quality

Transparency on non-financial factors by issuers varies, Freed-
man says. “As you would expect, there is a greater level of dis-
closure by listed companies and those in jurisdictions with
stricter regulatory regimes.

“We also see pressure on asset managers to make disclosures
that are not always being provided by underlying issuers in
portfolios,” he adds.

Transparency on ESG performance is improving thanks to a
“huge wave” of regulation, Lawrence says. “But we still have an
issue with the consistency of reporting and the end-use case
for the investor.

“Again, I would tie that back into the case for engagement
where we need to understand the nuance and context of the
business model and how a company plans to become more
sustainable.

“Disclosure is necessary, but being an end in itself is not suffi-

cient,” he adds.

An independent view
With the standard of disclosure needing to improve, it was dis-

appointing to hear in August that S&P would no longer report



ESG scores alongside its credit ratings. Could this be a sign of
how hard it remains to prove that investors cash is making a
positive difference? “I don’t think so,” Lawrence says. “That
probably represents more of a misunderstanding of what
ESG ratings are there to do.

“In the case of S&P, they are a credit rating agency and their
decision to remove the ratings reflects their ability to trans-
late ESG data into a material credit rating impact.

“What they have done is kept their qualitative analysis in
terms of explaining where ESG risks could potentially
impact the rating.”

The bigger challenge is people’s understanding of what ESG
ratings are, how they’re constructed and how to use them. For
Lawrence, ESG ratings are a subjective analysis of how compa-
nies are managing sustainability risks and opportunities. “But
where these ratings become hardwired into portfolios, then we
need to take care with how the rating has been constructed,
what is the methodology.”

While such data can be useful, perhaps this is a positive move,
in that the lack of consensus among providers could be confus-
ing. Freedman says that such divergence among ESG rating
providers mean that you cannot take such ratings seriously. “It
is just part of the mosaic of information.

“We do not rely on data providers’ methodology but on raw
data, and then draw our own conclusions,” he adds.

“The unfortunate thing about a conventional credit rating
agency no longer reporting ESG scores alongside its debt rat-
ings is the message this gives to issuers,” Freedman says.
“Having that data published increases the level of scrutiny and
accountability on issuers — and having a more explicit link
between ESG factors and a conventional-credit rating does
impact market pricing, thereby encouraging issuers to strive to
be an ESG leader if it results in a possible lower cost of

capital.”

Disclosure is necessary,
but being an end in itself
is not sufficient.

Sustainable debt — ESG Club feature

Different worlds

For investors with sustainable goals, their debt portfolios must
reflect them, matter who they are lending to. This includes cor-
porates or sovereigns, which have similarities but offer
investors different exposures.

First of all, the number of sovereigns is fixed, unlike in the cor-
porate world, which is constantly changing. “We have a lot
more information about the world’s sovereigns and there’s lots
of ESG data that has existed for a long time. In a sense, meas-
uring ESG risk for sovereigns is easier than for corporates,”
Lawrence says.

“Where it gets trickier for investors is on the engagement
side. As a significant holder of sovereign debt, we are an
important stakeholder to governments. We can therefore use
this leverage to influence policymakers to address ESG risks
and opportunities. However, there are challenges which can
limit our influence, including structural features of the sov-
ereign debt market.”

And investors need to have influence over governments if they
are using their money. “There are challenges and barriers that
we need to overcome in the sovereign market with respect to

what sovereigns are doing on the ESG side,” Lawrence says.

Behind the rate

Have rising interest rates had an impact on the sustainable
terms of debt? “Not really. Issuance looks quite robust,” Law-
rence says.

In September, labelled debt on the active side of LGIM’s invest-
ment universe was about 8% of the index. In 2020, it was
around 2% to 3%. “When issuers come to market, we are see-
ing a lot of momentum behind the labels. So, the macro con-
ditions could play through in terms of issuance trends in
general,” Lawrence says. “But we are seeing a lot of appetite
to use the labels on bonds, and increasingly, a greater breadth
of issuers are coming to market with this form of debt.”
However, Freedman says the volatility in the bond market
resulting from the fast pace of rate hikes by central banks has
led to a slower pace of sustainable and broader bond issuance.
“As we have seen lately, there is a gradual realisation amongst
companies and governments that decarbonisation ambitions
are important but not at any cost,” Freedman says. “We are see-
ing timeframes therefore extend and policy-backtrack from
governments. The cost of achieving the transition has been
increasing not only due to higher funding costs from higher
rates, but also from persistently higher inflation. Within this is
more acceptance of the need for climate adaptation as well as
mitigation.”

When it comes to lending your capital to corporates or govern-
ments, the important point is that it is not about where they are

today, but where the capital they receive will take them.
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ESG IN REAL ESTATE DEBT: FUNDING THE
TRANSITION TO NET ZERO?

Recent turmoil in the banking sector has further highlighted the role real estate

lenders can play by stepping in to provide capital for borrowers as banks retreat,

while potentially delivering a stable, long-term source of income. With many lend-

ers now gravitating towards high quality assets with strong ESG credentials, we

consider what role real estate debt can play in funding the transition to net zero.

The built environment is responsible for
around a third of global emissions, the
majority of which stem from building
operationsl. As momentum behind sus-
tainability in real estate continues to gain
pace, lenders can play a key role in how
the sector evolves as it strives to meet net
zero goals.

In the EU, where almost 75% of building
stock is energy inefficient, real estate is the
single largest energy consumer, with heat-
ing, cooling and domestic hot water ac-
counting for 80% of the energy consumed
by citizens2. The European Parliament
adopted measures earlier this year to re-
duce real estate energy consumption and
greenhouse gas emissions, while increas-
ing the rate of renovations to improve
existing standards3. Currently only 1% of
existing buildings in Europe are renovated
each year. New developments will have to

be carbon neutral from 2028 onwards.

Substantial renovations

are necessary across
geographies to improve
existing real estate stock and
reduce energy loss.

In the UK, real estate accounts for 40% of
total energy use and around a third of
emissions#. The government has laid down
ambitious plans designed to spur a ‘green
revolution’ in real estate, requiring all
homes and businesses to meet rigorous
targets in order to lower energy consump-
tion. Indeed, policies are already obliging
developers, landlords and occupiers to
focus on the environmental performance

of buildings.

Addressing energy efficiency in

real estate

Regulations setting out Minimum Energy
Efficiency Standards (MEES) are making
it increasingly unlawful to rent properties
that do not meet the Minimum Energy
Performance Certificate (EPC) require-
ments, bar some exemptions, with land-
lords facing serious sanctions for non-
compliance. This means lenders will also
have to navigate the changing regulatory
landscape and consider ESG criteria
when deploying capital.

Currently, non-domestic buildings in
England and Wales need an EPC rating of
E or higher to be viable for lease. From
April 2030, rented properties will be
required to have at least a B rating. This
poses a significant challenge for the real
estate sector given that the vast majority
of existing commercial stock in England
and Wales — around 64% — falls below the
B threshold for energy performanceS. In
real terms, over half a million individual
assets need to be compliant with MEES
within the next seven years®.

In Europe, a set of standards and accom-
panying technical reports have been
established to support the energy perfor-
mance of buildings standards, with the
European Commission aiming to reach
the target of at least a 60% reduction in
emissions in the building sector by 2030
compared to 2015, and achieve climate
neutrality by 2050.

Although there is little guidance on the
level of capital required to decarbonise non-
domestic assets, it will be a costly endeav-
our. Substantial renovations are necessary

across geographies to improve existing real
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estate stock and reduce energy loss, while
new developments would have to consider
smart solutions and energy efficient
materials to ensure buildings are compli-

ant with net zero goals and regulation.

Funding the transition

Real estate debt investors could be crucial
in helping fund the transition to net zero
in real estate due to the levels of invest-
ment called for, but it is essential for lend-
ers to have a solid understanding of how
energy is used in buildings and what
measures can be taken to reduce emis-
sions and energy consumption in line
with science-based targets. There are
challenges, particularly where there is a
lack of consistent data and reporting
among borrowers, as well as a disconnect
between some sustainability metrics and
a lack of definition regarding what net
zero actually means across the industry.
To play a role in the transition to net zero,
lenders may want to consider improving
the environmental performance of real
assets over time, while also excluding
investments which are considered harm-
ful to the environment or society, such as
assets which are involved in the extraction
and storage of fossil fuels.

For sustainability-conscious lenders,
opportunity may be found in new green
buildings with strong ESG credentials,
amenities and accessibility, but there is
also a significant opportunity to fund the
transition by improving the environmen-
tal performance of existing buildings,
rather than just knocking down and
developing new ESG buildings.

When financing or refinancing new or
existing commercial and residential
buildings lenders would need to ascertain

certain criteria are met. We believe EPC

1) IEA, “Buildings — Tracking report”, (iea.org), September 2022.

and green building certification are the
most readily available and consistent met-
rics for measuring environmental perfor-
mance. These can be assessed from day
one and over the term of the investment
to show measurable improvement while
also holding borrowers accountable.
Although lenders may consider excluding
inefficient real estate assets as defined by
the Sustainable Finance Disclosure Regu-
lation — such as those with an EPC of C or
below if built before 2021 — where pro-
ceeds of the loan are used to improve
energy efficiency and the asset is expected
to meet the relevant criteria upon comple-
tion of the renovations funded by the
loan, then these assets will no longer be
deemed inefficient. Once the relevant
works are complete, they may even qualify
as “green buildings” should they meet
specific eligibility criteria.

When funding existing buildings that do
not meet energy requirements, lenders
can hold borrowers accountable by
ensuring loan documentation includes
specific clauses on energy performance
obligations. This will typically require

the borrower to improve overall energy

2) European Commission, “Energy performance of buildings directive”, (energy.ec.europa.eu), December 2021.
3) European Parliament, “Energy performance of buildings: climate neutrality by 2050”, (europarl.europa.eu), 9 February 2023.
4) UK Government, “Rigorous new targets for green building revolution”, (gov.uk), 19 January 2021.
UK Government, “Energy Performance of Buildings Certificates Statistical Release: January to March 2023 England and Wales”,

5)
(gov.uk), 27 April 2023.
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) Gerald Eve, “Energy Performance in Non-Domestic Buildings”, (geraldeve.com), July 2021.
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efficiency and/or aggregate green build-
ing certification as well as meet specific
thresholds such as EPC B or above,
LEED Gold or above or BREEAM “excel-

lent or above”.

Working together

It is important for the industry to work
together with key stakeholders in order to
decarbonise the built environment. In
our view, EPCs and green building certifi-
cates are an important step to improving
the transparency of ESG data being
shared with the investment community.
Using this data, we believe it is possible to
improve the energy performance of real
estate through a combination of green
and sustainability-linked loans (as defined
by a third party consultant), occupier and
tenant exclusions and key sustainability
indicators, designed to measure improve-
ment in a building’s green credentials.
As the case for decarbonisation in real
estate grows, ESG-focused assets are
becoming increasingly desirable. For
lenders, this is a potential opportunity to
improve environmental credentials whilst

also enhancing investment performance.

[ M&G

Investments

The value of investments will fluctuate, which will cause prices to fall as well as rise and investors may not get back the original amount they invested. Past performance
is not a guide to future performance. The views expressed in this document should not be taken as a recommendation, advice or forecast.

Issue 127 | October 2023 | portfolio institutional | 37



Feature — UK equites

H

: :: ént:

38 | portfolio institutional | October 2023 | Issue 127



Like most equity markets, the UK has its ups and downs. This
year started well as funds flowed into UK assets, but bank fail-
ures in the US and Europe put an end to that.

This is just one of many headwinds UK equities have faced in
recent years, with the list including everything from Brexit, fre-
quent changes of government, Covid, war in Ukraine and the
spike in inflation. But they have also enjoyed periods of phe-
nomenal returns.

Putting the UK equities picture in a longer historical perspec-
tive, Will Ballard, head of equities at Border to Coast Pensions
Partnership, says: “They annualised mid-teen returns through-
out the 1980s as labour market reforms were enacted and infla-
tion was brought under control.

“Then, following the bursting of the dotcom bubble, returns
from 2003 through to 2007 were also exceptional, similarly
after the correction induced by the financial crisis in 2008 and

then in 2020 with Covid,” he adds.

Going global
Today, many analysts believe the opportunity for attractive
future returns from UK equities may be at its greatest. UK

stocks remain cheap on absolute and global comparisons. As

UK EQUITIES:
REJECTION TO
RESURRECTION?

London-listed companies are unloved but
attractive, so are institutional investors ready
to jump back in? Moira O’Neill reports.

the UK growth outlook improves, and interest rates peak — the
UK is very much the laggard internationally in tackling infla-
tion — the prospects for equity inflows must amplify.

Troy Income and Growth Trust senior fund manager Blake
Hutchins says: “We're definitely optimistic. One of the big
attractions is that the UK is the most international stock mar-
ket in the world, with 80% of its revenues coming from over-
seas. But there is undoubtedly a discount for UK stocks.”

So why are investors overlooking the region’s long-term attrac-
tiveness? Equity outflows have dominated the pensions world
for many years and this includes UK equities. Stuart Widdow-
son, portfolio manager of Odyssean Investment Trust, says:
“The long-term statistics show that pension funds have
dumped UK equities over the past 35 years.”

He reports allocations falling from more than 50% of pension
scheme assets to less than 10%.

Schroders UK equity portfolio manager Graham Ashby says:
“This would have been unfathomable to many of the post-war
generation, when there was a boom in final salary pension
schemes and a recognition that equities typically provide bet-
ter long-term real returns than other asset classes, such as

gilts or cash.”
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There is undoubtedly a
discount for UK stocks.

He blames a succession of raids on the tax advantages previ-
ously enjoyed by pension funds (by chancellors Nigel Lawson
and Gordon Brown) along with new accounting rules, which
put pension assets and liabilities onto corporate balance sheets.
This resulted in the closure of many of these pension schemes
and a consequent major shift in asset allocation towards bonds.
Typically, XPS Pensions’ defined benefit (DB) clients only have
a 10% allocation to global equities. Alasdair Gill, a partner at
the pension consulting and administration business, says:
“There’s very little new money on the defined benefit side — so
they are de-risking and allocating more to bonds.”

By contrast, in the defined contribution (DC) world, XPS Pen-
sions still sees plenty of assets going into equities and growth
assets. However, there is a low allocation to the UK. “It’s partly
because the UK became a smaller part of the world index,” Gill
says.

Also, the growth phase of a DC pot is typically done on a mar-
ket capitalisation approach and passively, as the mandates tend
to go to lower cost investment approaches.

Although the UK made up 10% of global indices about 20 years
ago, it’s only 4% now. “The fall has been driven by a mix of de-
equitisation, fewer initial public offerings [IPOs] to replace
companies being taken over — and there is less choice,” Wid-
dowson says.

This begs the question: do international investors need UK
exposure? Many now invest in equities on a global or thematic
basis rather than in a single country. Ashby says: “Combined
with the negative investor sentiment post-Brexit and it's not

hard to see why UK equities are so unloved.”

The 1.8% club

But there are other reasons for such a low allocation to UK
equities. One is that pension schemes focus on being diversi-
fied across sectors and the UK equity market doesn't help here.
Elaine Torry, partner and co-head of trustee DB investment at
Hymans Robertson, says: “Diversification is a key risk manage-

ment tool for pension schemes and that is reflected in the way
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that the vast majority of pension schemes invest in equities,
both at sector and geographical levels.”

Peek under the bonnet of the UK’s main stock market indexes
and they are dominated by energy and commodities producers
(Shell, BP and Rio Tinto), defensive consumer staples (Unile-
ver, Diageo and British American Tobacco), banks (HSBC) and
pharmaceuticals (AstraZeneca and GSK), with few of the fash-
ionable technology stocks. And these sector skews are an argu-
ment for having more diversified exposure.

UK pension funds collectively now own just 1.8% of the domes-
tic equity market, according to the latest data from the Office
for National Statistics.

But it’s not just pension funds that are shunning UK equities.
The market has undergone a significant change in ownership
in recent years. Individual ownership of UK-listed shares fell to
just 12% in 2020 (the latest figures available) compared with
20% in 1991. This has broadly been offset by a big increase by

overseas institutions.

Deep discount

Today, the significant valuation discount in UK equities is
increasingly attracting interest from those overseas institu-
tions. Ashby says: “To be clear, the FTSE100 is not expensive —
trading on a prospective price-to-earnings (P/E) ratio of below
1 times. However, this is now almost exactly the same prospec-
tive P/E for the FT'SE250, even though mid-cap stocks should
over time offer higher growth potential. Small caps look even
cheaper, with the FTSE Small Cap on a prospective P/E of just
over eight.”

This is all in stark contrast to the US, where the S&P500 trades
on 18 times earnings. However, Ballard says: “There are big
structural differences between the two equity markets that can-
not be ignored. Despite that, it is remarkable that this 40% dis-
count is near the cheapest it has been.”

Another sweetener for investors is that the FTSE All-Share offers
an aggregate prospective dividend yield of 4.9%. And Schroders
says the prospects for dividend growth look good because the
dividend cover ratio, which represents how many times a com-
pany can pay dividends to its shareholders using net income, is

higher than average across the UK equity market.

Unloved, but attractive

Sterling has also been the best performing currency within the
Gro so far in 2023, which suggests that international investors
are less concerned about the longer-term outlook, even with
the uncertainty of an upcoming general election.

Another positive is that the tightening of interest rates is near-
ing an end. And though inflation may not be completely tamed
and the rise in the oil price is problematic, it is still marching

in the right direction.



“We believe that UK equities currently offer some of the high-
est potential for total returns over the next decade,” Ashby says.
But pension funds are still treading cautiously, as Ballard
explains: “For exceptional returns there is a need for exceptional
market events. These occur around unpredicted tail events,
events which we, as long-term investors and with a responsibil-
ity for ultimately looking after the assets of our pensioners and
future pensioners, hope are not going to occur in the near fu-
ture. We would however argue that the UK has the potential to
deliver attractive equity returns, in absolute and relative terms.
“It is an unloved, under-appreciated market where headwinds
are abating and yet expectations and prices are still low.”

But he points out the broad market consensus expectations are
only for 2% to 3% earnings growth next year. This stands in
stark contrast to global equities, for example, the MSCI World,
where expectations are for earnings to grow at closer to 10%.
This is despite the FTSEi00 generating near 80% of its reve-
nue overseas and having grown its earnings by roughly 9% per
annum during the past 20 years.

Pension consultants remain cautious too. Gill at XPS Pensions
says: “The UK has lagged global [equity] markets materially for
five to 10 years and has caught up a bit over the past three years.
But it wouldn’t be a reason to take a punt.”

Elaine Torry at Hymans Robertson doesn’t expect a material
reversal in the trend for schemes to diversify geographically.
“Whilst the attractiveness of the UK market has arguably
improved over the last 12 months, it remains a concentrated
market by sector and issuer [with the latter being heavily influ-
enced by global parents] and so is something that would re-
quire careful consideration if a meaningful increase was to be
made to a scheme’s UK equity allocation.

“Ultimately, like all other asset classes, the allocation to any
specific region for any asset class, including equities, must be
considered in the context of each individual scheme’s wider
investment asset allocation and needs. There is no ‘one-size

fits all’,” she adds.

To be clear,
the FTSE100 is
not expensive.

POSSIBLE PENSION BOOST TO AIM STOCKS

In July, Jeremy Hunt, the Chancellor of the Exchequer,
delivered his first Mansion House speech, announcing
measures designed to unlock pension investment in
unlisted or private companies. The intention is to incen-
tivise companies to start-up and then grow in the UK.
Outlined in the reforms was an agreement by nine
domestic pension providers to assign 5% of their default
funds to “unlisted equities” by 2030.

But investors are still waiting to see whether the agreed
allocation includes not just private equity, but stocks
listed on London’s Alternative Investment Market
(AIM), which are quoted, but technically unlisted as it
was created to help smaller companies to access capital.
“Having traded on a significant premium for many
years, AIM-listed shares are beginning to look interest-
ing,” Schroders’ Graham Ashby says, adding that the
FTSE AIM All-Share trades on a prospective price-to-
earnings ratio of 8.5, making it look good value.

Some professionals say boosting UK pension fund’s
exposure to earlier stage, high-growth companies is
uncertain to have an immediate impact on the main
market of the London Stock Exchange or bring positive
drivers for AIM.

Nevertheless, Odyssean Investment Trust’s Stuart Wid-
dowson says: “If AIM stocks are included, I expect they
will re-rate materially on the back of new buying. Liquid-
ity is limited and there is a shortage of good quality
decent sized AIM stocks.”

He also says if this happens, it is likely to be a catalyst for
more new companies to list in London.

But nothing is certain with AIM. “Individual share own-
ership of AIM-listed stocks of 24% is double that of the
FTSE All-Share due to inheritance tax advantages,”
Ashby says.

Business property relief is an extremely valuable relief
for individuals who invest in qualifying AIM companies
because it can provide exemption from inheritance tax.
But this tax advantage may disappear if the Labour Party
comes into power, or if Rishi Sunak follows up on his

rumoured plans to abolish inheritance tax.

4



The Final Countdown

26%

83%

$15bn $10trn

98% 69%

1% 88%

Quote of the Month

“There’s a lot of headlines out there and a lot of them are not so
friendly to the investment management community in general.”

Damien Pantling, The Royal County of Berkshire Pension Fund
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