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4 September 2019  

Report of the Director of Finance & ICT 

INVESTMENT REPORT 

1 Purpose of the Report 

To review the Fund’s asset allocation, investment activity since the last 

meeting, long term performance analysis and to seek approval for the 

investment strategy in the light of recommendations from the Director of 

Finance & ICT and the Fund’s independent adviser. 

2 Information and Analysis 

(i) Report of the External Adviser

A copy of Mr Fletcher’s report, incorporating his view on the global economic 

position, factual information for global market returns, the performance of the 

Fund and his recommendations on investment strategy and asset allocation, 

is attached as Appendix 1. 

(ii) Asset Allocation and Recommendations Table

The Fund’s latest asset allocation as at 31 July 2019 and the 

recommendations of the Director of Finance & ICT and Mr Fletcher, in relation 

to the Fund’s new strategic asset allocation benchmark, which became 

effective on 1 January 2019, are shown in the table overleaf.   

The table also shows the recommendations of the Director of Finance & ICT, 

adjusted to reflect the impact of future investment commitments.  These 

commitments (existing plus any new commitments recommended in this 

report) relate to Private Equity, Multi-Asset Credit, Property and Infrastructure 

and total around £320m.  Whilst the timing of drawdowns will be lumpy and 

difficult to predict, the In-house Investment Management Team (IIMT) believes 

that these are likely to occur over the next 18 to 36 months. 
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Asset Category 
Old 

Benchmark 

New 

Benchmark 

Fund 

Allocation 

Fund 

Allocation 

Permitted 

Range 

Benchmark 

Relative 

Recommendation 

Recommendation 

Adjusted for 

Commitments  

(1) 

Benchmark 

Sterling 

Return 

Benchmark 

Sterling 

Return 

    30/4/19 31/7/19  
AF 

4/9/19 

DPF 

4/9/19 

AF 

4/9/19 

DPF 

4/9/19 

DPF 

4/9/19 

3 Months to  

30/6/19 

3 Months to 

31/7/19 

Growth Assets  62.0% 57.0% 59.0% 56.0% +/- 8% - (1.0%) 57.0% 56.0% 57.6% n/a n/a 

UK Equities  25.0% 16.0% 18.1% 17.4% +/- 4% - +1.4% 16.0% 17.4% 17.4% 3.3% 2.6% 

Overseas Equities:  33.0% 37.0% 38.1% 35.6% +/- 6% - (2.4%) 37.0% 35.5% 35.5% n/a n/a 

   North America  12.0% 12.0% 11.4% 10.1% +/- 4% (1.0%) (2.0%) 11.0% 10.0% 10.0% 6.8% 8.3% 

   Europe  9.0% 8.0% 10.2% 8.6% +/- 3% - (0.5%) 8.0% 7.5% 7.5% 8.6% 6.5% 

   Japan  5.0% 5.0% 6.4% 6.5% +/- 2% - +1.0% 5.0% 6.0% 6.0% 2.9% 5.8% 

   Pacific ex-Japan  4.0% 4.0% 5.2% 5.3% +/- 2% - - 4.0% 4.0% 4.0% 3.4% 4.2% 

   Emerging Markets 

   Global Sustainable 

Private Equity 

 

3.0% 

- 

4.0% 

5.0% 

3.0% 

4.0% 

4.9% 

- 

2.8% 

5.1% 

- 

3.0% 

+/- 2% 

+/- 2% 

+/- 2% 

+1.0% 

- 

- 

+0.1% 

- 

(0.9%) 

6.0% 

3.0% 

4.0% 

5.1% 

3.0% 

3.0% 

5.0% 

3.0% 

4.7% 

3.8% 

6.2% 

3.5% 

5.0% 

7.1% 

2.8% 

Income Assets  18.0% 23.0% 18.1% 19.5% +/- 6% - (2.2%) 23.0% 20.8% 25.3% n/a n/a 

Multi-Asset Credit  4.0% 6.0% 4.5% 5.5% +/- 2% - 0.4% 6.0% 6.1% 8.3% 0.9% 0.9% 

Infrastructure  5.0% 8.0% 5.7% 6.0% +/- 3% -    (1.3%) 8.0% 6.7% 8.6% 0.7% 0.7% 

Direct Property (3)  5.0% 5.0% 4.6% 4.7% +/- 2% +1.0% (0.3%) 5.0% 4.7% 4.7% 0.6% 0.6% (2) 

Indirect Property (3)  4.0% 4.0% 3.3% 3.3% +/- 2% (1.0%) (0.7%) 4.0% 3.3% 3.7% 0.6% 0.6% (2) 

Protection Assets  18.0% 18.0% 16.9% 17.3% +/- 5% (2.0%) (0.7%) 16.0% 17.3% 17.3% n/a n/a 

Conventional Bonds  5.5% 6.0% 5.4% 5.5% +/- 2% (1.0%) (0.5%) 5.0% 5.5% 5.5% 1.3% 5.0%  

Index-Linked Bonds  6.5% 6.0% 5.6% 5.8% +/- 2% (1.0%) (0.2%) 5.0% 5.8% 5.8% 1.9% 7.0% 

Corporate Bonds  6.0% 6.0% 5.9% 6.0% +/- 2% - - 6.0% 6.0% 6.0% 2.4% 4.6% 

Cash  2.0% 2.0% 6.0% 7.2% 0 – 8% +2.0% +3.9% 4.0% 5.9% (0.2%) 0.1% 0.1% 

 
Total Investment Assets totaled £5,173.8m at 31 July 2019 
(1) Recommendation adjusted for investment commitments at 31 July 2019 and presumes all commitments are funded from cash. 
(2) Benchmark Return for the three months to 30 June 2019. 
(3) The maximum permitted range in respect of Property is +/- 3%.
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The table above reflects the following three categorisations: 
 

 Growth Assets: largely equities plus other volatile higher return assets 
such as private equity; 

 Income Assets: assets which are designed to deliver an excess return, 
but with more stable return patterns than Growth Assets because income 
represents a large proportion of the total return of these assets; and 

 Protection Assets: lower risk government or investment grade bonds. 
 

Relative to the new benchmark, the Fund as at 31 July 2019, was overweight 

Cash, and underweight in Growth Assets, Income Assets and Protection 

Assets.   

 

If all of the Fund’s commitments (existing plus any new commitments 

recommended in this report) were drawn-down, the cash balance would 

reduce by 8.2% to -0.8%.  However, in practice as these commitments are 

drawn-down, they will be partly offset by new net cash inflows from dealing 

with members, investment income, distributions from existing investments 

and changes in the wider asset allocation.  

 
(iii) Total Investment Assets 
 

The value of the Fund’s investment assets rose by £169.6m (3.4%) between 

30 April 2019 and 31 July 2019 to a little under £5.2bn, comprising a non-

cash market gain of around £150m and cash inflows from dealing with 

members & investment income of around £20m. Over the twelve months to 

31 July 2019, the value of the Fund’s investment assets has risen by £231.4m 

(4.7%), comprising a non-cash market gain of around £160m and cash 

inflows from dealing with members & investment income of around £70m. A 

copy of the Fund’s valuation is attached at Appendix 2. 
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The Fund’s valuation 
can fluctuate 
significantly in the 
short term, reflecting 
market conditions and 
supports the Fund’s 
strategy of focusing on 
the long term.   
 

 



 

4 
 

 

(iv)  Market returns over the last 12 months 
 

 

The chart above shows market returns for Global Equities in Sterling and the 

US dollar, UK Equities, UK Fixed Income and UK Index Linked bonds for the 

twelve months to 22 August 2019.   

Global Equity markets sold-off sharply in Q4 2018, with the quarter recording 

a 10.5% fall in sterling terms. Investor confidence was impacted by a number 

of factors, including concerns over the sustainability of US economic growth; 

an indication from the US Federal Reserve that there was scope for further 

interest rate rises; worries over a slowdown in China; and fears of a global 

trade war.  

Equity markets recovered strongly in Q1 2019, with the FTSE All World Equity 

Index returning +12.2% in US Dollar terms; +9.6% in Sterling terms.  Whilst 

global economic data moderated in the quarter, optimism that trade relations 

between the US and China might improve, together with a more dovish tone 

from the US Federal Reserve (the Fed), lifted equity markets.  

Equity markets generally rose in Q2 2019 (FTSE All World +3.8% in local 

currency terms), and sterling investors also benefited from a weaker pound 

(FTSE All World +6.2% in sterling terms).  Following further positive returns in 

July 2019 (FTSE All World +4.2% in sterling terms), equity markets sold off in 

early August 2019 following a further escalation in the US – China trade 

negotiations, reducing optimism about dramatic monetary policy easing from 
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the Fed, and growing concerns over the health of the global economy (FTSE 

All World -2.8% in sterling terms in August 2019 to 22nd of the month). 

Bonds yields have fallen since September 2018 (pushing up prices and 

returns), reflecting market uncertainty and increased demand for safe-haven 

assets, together with more dovish tones from central banks in response to 

weaker economic news. UK bond yields fell sharply in July and early August 

2019 reflecting growing concerns over the health of the UK economy and the 

risk of a ‘‘no-deal’’ Brexit.   

 

The US Federal Reserve reduced its Fed Funds Rate by 25 basis points to 

2.25% in July 2019, and announced that it would end the Quantitative 

Tightening programme on 1 August 2019.  Jerome Powell, the Fed chair, 

noted that weak global growth and the US - China trade war had been 

disruptive for the world economy and was impacting on growth in America, 

despite the US labour market remaining strong with the lowest unemployment 

rate since the late 1960s.  Mr Powell also noted that the Fed “will continue to 

monitor the implications of incoming information for the economic outlook and 

will act as appropriate to sustain the expansion”.   

 

Mario Draghi, the European Central Bank President, has hinted that monetary 

policy may be eased going forward to provide market stimulus.  The Bank of 

England’s August 2019 Inflation Report noted ‘‘an increase in the perceived 

likelihood of a no-deal Brexit has further lowered UK market interest rates and 

led to a marked depreciation of the sterling exchange rate’’.  The Bank of 

England noted that the monetary policy response to Brexit, whatever form it 

takes, will not be automatic and could be in either direction, and in all 

circumstances the MPC will set monetary policy appropriately to achieve the 

2% inflation target. 

 

The Bank of Japan maintained its short-term interest rate target at -0.1% and 

a pledge to guide 10-year government bond yields to around 0%, and recently 

noted that it would ease “without hesitation” if the economy loses momentum 

in achieving the 2% inflation target. 

 

Since September 2018, the 10 year US Treasury yield has fallen by 147 basis 

points from 3.06% at 30 September 2018 to 1.59% at 23 August 2019; the 10 

year UK Gilt yield has fall by 105 basis points from 1.57% to 0.52% over the 

comparable period.  Furthermore, both the US and UK yield curves have 

‘‘inverted’’ over recent months; this is an unusual situation, where short-dated 

bonds yield more than longer-dated bonds, and is often seen as an indicator 

of a potential recession.   Although it should be acknowledged that the current 

https://www.theguardian.com/business/2019/jul/30/markets-fall-sharply-as-donald-trump-attacks-china-over-trade-talks
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inverted yield curves could be distorted by the level of quantitative easing 

which has taken place since the start of the global financial crisis. 

  

Sterling investment grade credit outperformed UK government debt in Q2 

2019, with credit spreads narrowing by around 7 basis points to 1.25% by the 

end of the quarter.  Whilst returns have also been positive in Q3 2019 to date, 

these have lagged behind UK government bond returns.   

Asset class weightings and recommendations are based on values at the end 

of July 2019, and are relative to the new strategic asset allocation benchmark 

which became effective on 1 January 2019. Many global stock markets are 

still trading close to all-time highs, despite the recent weakness in August 

2019, and it should be noted that recent asset class returns (see charts below 

which show the long term performance of the FTSE All Share and S&P 500 

Composite) remain well in excess of long term averages.  

  

  

 
(v) Longer Term Performance 
 
Figures provided by Portfolio Evaluation Limited show the Fund’s 

performance over 1, 3, 5 and 10 years to 30 June 2019.   

 
Per annum DPF Benchmark 

Index 

   

1 year 5.0% 4.5% 

3 year 9.6% 8.7% 

5 year 8.7% 8.2% 

10 year  10.2% 10.0% 

 
The Fund out-performed the benchmark over all time periods.   
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(vi) Category Recommendations 
 

 
Old 

Benchmark 
New 

Benchmark 
Fund 

Allocation 
Permitted 

Range 
Recommendation 

Benchmark Relative 
Recommendation 

   31 Jul-19  AF DPF AF DPF 

Growth Assets 62.0% 57.0% 56.0% ± 8% 57.0% 56.0% - (1.0%) 

Income Assets 18.0% 23.0% 19.5% ± 6% 23.0% 20.8% - (2.2%) 

Protection Assets 18.0% 18.0% 17.3% ± 5% 16.0% 17.3% (2.0%) (0.7%) 

Cash 2.0% 2.0% 7.2% 0 – 8% 4.0% 5.9% +2.0% +3.9% 

 

The new strategic asset allocation benchmark reflects a re-balancing of the Fund’s assets from Growth Assets to Income Assets, 
and also introduces a new 3% allocation to Global Sustainable Equities. 

At an overall level, the Fund was overweight Cash at 31 July 2019, and underweight Growth Assets, Income Assets and Protection 

Assets, although if commitments waiting to be drawn down were taken into account, the Fund would move to an overweight position 

in Growth and Income Assets. The table on page 2 assumes that all new commitments will be funded out of the current cash 

weighting; in practice as private market commitments are drawn down they are likely to be funded partially out of cash and partially 

by distributions (income and capital) from existing investments and sales of public market assets. The Fund has progressively 

reduced its exposure to Growth Assets over the last two years, as equity valuations have become increasingly stretched, and 

increased the allocation to Income Assets and Protection Assets.     

The IIMT recommendations reflected in this report: maintain Growth Assets at 56.0% (1.0% underweight), albeit the regional 

composition is changed from the current allocation as follows: North American Equities -0.1%; European Equities -1.1%; Japanese Equities -

0.5%; Asia Pacific Equities -1.3%; and Global Sustainable Equities +3.0%); increase Income Assets by 1.3% (Infrastructure +0.7% and Multi-Asset 

Credit +0.6%); hold Protection Assets at 17.3%; and reduce Cash by 1.3%. The IIMT notes that the recommendations are subject to 

market conditions, which could be significantly impacted in the short term by Brexit uncertainty and developments in US – China 

trade negotiations, and flexibility will be required to respond to the resultant market conditions.  Furthermore, a proportion of the 
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equity sales will be dependent on the investment of the proposed new 3.0% allocation to Global Sustainable Equities which is 

subject to the completion of satisfactory due diligence, including the finalisation of the non-DCC framework by the provider. 

The IIMT continues to recommend a defensive cash allocation, believing that public markets continue to trade on rich valuations and 

appear too sanguine about the level of global political risk which has continued to increase over the summer months. Furthermore, 

as noted above, the cash weighting will be reduced as the Fund’s current commitments are drawn down.  

(vii) Growth Assets 

 

At 31 July 2019, the overall Growth Asset weighting was 56.0%, 

down from 59% at 30 April 2019, reflecting relative market 

strength and divestment of £150m following market strength in the 

run up to the Fed’s monetary policy announcement at the end of 

July 2019.   

The IIMT recommendations below maintain the overall Growth 

Asset weighting at 56.0%, 1.0% underweight relative to the 

benchmark.  The IIMT believes that a small underweight position 

is warranted due to rich equity valuations, the increasingly late 

cycle nature of the global economy and the increased level of 

political risk.   

The Chart opposite shows the relative regional equity returns over 

the last twelve months, and the chart overleaf, shows the returns 

since the last Committee meeting. Global Equity markets returned 

+6.2% in Sterling terms in Q2 2019 (3.8% in local currency terms), 

and 18.8% in 2019 YTD (12.3% in local currency).  

In local currency terms, European Equities were the best 
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performer in Q2 2019, returning 4.8%, whereas Japan was the 

worst performing region with a return of -2.2%. Sterling returns in 

Q2 2019 benefited from a weaker pound, with European and 

Japanese Equities returning 8.6% and 2.9% over the quarter.  

During August (to 22 August 2018), equity returns were negative 

across all regions in local currency terms, ranging from -5.5% in 

Emerging Markets to -1.9% in North America; the dollar was 

slightly weaker against the pound over this period.   

UK Equites underperformed the majority of global equity markets 

over this period, down 4.6%, as a slow-down in the UK economy 

(GDP contracted by 0.2% in Q2 2019), together with growing 

concerns about the possibility of a ‘‘no-deal’’ Brexit, weighed on 

investor sentiment that was already impacted by global concerns. 
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United Kingdom Equities 

 

DPF Weightings 

 

Old Neutral 25.0% 

New Neutral  16.0% 

  

Actual 31.7.19 17.4% 

AF Recommendation 16.0% 

IIMT Recommendation 17.4% 

  

Benchmark Returns (GB£) 

Q2 19/20 to 22 Aug-19  (2.7%) 

Q1 19/20 3.3% 

1 Year to June-19 0.6% 

3 Years to June-19 (pa) 9.0% 

5 Years to June-19 (pa)  6.3% 

 

Whilst there were no transactions in the period, relative market weakness 

reduced the weighting in UK Equities from 18.1% at 30 April 2019 to 17.4% at 

31 July 2019; 1.4% overweight relative to the benchmark.   

 

Mr Fletcher recommends a neutral weighting of 16% in UK Equities and notes 

that whilst progress is being made to bring the UK allocation down, this will 

take time.  Mr Fletcher notes that some asset managers believe that the UK 

market is cheap on a relative basis, with the FTSE All Share underperforming 

the MSCI All World Index since the EU referendum.  However, Mr Fletcher 

further notes that this reflects the uncertainty surrounding the Brexit 

negotiations, the increased levels of political uncertainty and the weaker 

global outlook.  

 

The IIMT notes that the UK GDP contracted by 0.2% in Q2 2019 (+1.2% on 

an annualised basis) from 0.5% in Q1 2019 (1.8% on an annualised basis), 

albeit the labour market remains relatively robust.  However, political 

uncertainty has increased following the election of a new leader for the 

Conservative Party, in particular with regard to the Brexit negotiations and the 

possibility of a ‘‘no-deal’’ Brexit.   

 

The IIMT recommends that the current 1.4% overweight position relative to 

benchmark is maintained as UK equity valuations and dividend yields are 

attractive on both an absolute basis and on a relative basis compared to other 

equity markets and the dollar exposure of the FTSE 100 index offers some 

protection in the event of a ‘no-deal’ Brexit. 
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North American Equities 

 

DPF Weightings 

 

New Neutral 12.0% 

Old Neutral  12.0% 

  

Actual 31.7.19 10.1% 

AF Recommendation 11.0% 

IIMT Recommendation 10.0% 

  

Benchmark Returns (GB£) 

Q2 19/20 to 22 Aug-19  3.4% 

Q1 19/20 6.8% 

1 Year to June-19 14.1% 

3 Years to June-19 (pa) 15.9% 

5 Years to June-19 (pa)  16.7% 

 

Divestment of £50m immediately prior to the period end, reduced the Fund’s 

North American Equity weighting to 10.1% at 31 July 2019, 1.9% 

underweight.   

 

Mr Fletcher notes that due to the continued strong performance of the US 

market on an absolute and relative basis, together with the potentially poor 

future prospects, the Fund should be underweight in this area. However, Mr 

Fletcher has reduced his underweight recommendation from 2% to 1% to 

reflect the fact that the US still has stronger near term growth prospects 

relative to the rest of the developed world.   

 

The IIMT concurs with Mr Fletcher and believes the US economy is now late 

cycle, and notes that equity valuations are increasingly unsupported by 

forward earnings growth.  Furthermore, the on-going US – China trade 

negotiations are increasingly weighing on investor sentiment, and these are 

set against a general backdrop of heightened political uncertainty.  

 

The IIMT believes that the sharp rise in the US equity market since the start 

of the calendar year (+22.6% in sterling terms; +16.9% in local currency) 

supports an underweight position, and recommends that the Fund’s position 

is reduced by a further 0.1% to 10% (2% underweight). 
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European Equities 

 

DPF Weightings 

 

Old Neutral 9.0% 

New Neutral  8.0% 

  

Actual 31.7.19 8.6% 

AF Recommendation 8.0% 

IIMT Recommendation 7.5% 

  

Benchmark Returns (GB£) 

Q2 19/20 to 22 Aug-19  (0.9%) 

Q1 19/20 8.6% 

1 Year to June-19 7.8% 

3 Years to June-19 (pa) 12.5% 

5 Years to June-19 (pa)  8.8% 

 

Divestment of £100m immediately prior to the period end, reduced the Fund’s 

European Equity weighting to 8.6% at 31 July 2019, 0.6% overweight.   

 

Mr Fletcher recommends a neutral position of 8%, noting that the German 

economy contracted by 0.1% in Q2 2019 as exports slumped, Italy stagnated, 

and France, along with the majority of European economies, saw its growth 

rate fall.  Mr Fletcher also notes that because the region relies on exports and 

global trade, growth could suffer should the trade negotiations between the 

US and China not be resolved quickly and amicably. 

 

The IIMT believes that the sharp rise in the European Equity market (+16.4% 

in sterling terms; 14.2% in local currency terms since the start of the calendar 

year) represents an opportunity to ‘‘lock-in’’ some further profit and 

recommends reducing the current weighting by 1.1% to 7.5%; (0.5% 

underweight).  Whilst the European Central Bank continues to support the 

Eurozone economy via accommodative monetary policy, the Eurozone 

economy has slowed significantly over the last year (growth fell to 0.2% in Q2 

2019). Combined with on-going political uncertainty, and with the potential 

impact of Brexit, these factors are likely to cause periods of heightened 

uncertainty and volatility. 

 

Furthermore, sluggish inflation and the inability of the European Central Bank 

to increase interest rates to date from their record lows, means that there is 

little flexibility to lower rates to stimulate growth should economic growth 

remain subdued.     
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Japanese Equities  

 

DPF Weightings 

 

Old Neutral 5.0% 

New Neutral  5.0% 

  

Actual 31.7.19 6.5% 

AF Recommendation 5.0% 

IIMT Recommendation 6.0% 

  

Benchmark Returns (GB£) 

Q2 19/20 to 22 Aug-19  1.6% 

Q1 19/20 2.9% 

1 Year to June-19 (1.2%) 

3 Years to June-19 (pa) 10.2% 

5 Years to June-19 (pa)  11.4% 

 

Whilst there were no transactions in the three months to July 2019, relative 

market strength increased the weighting by 0.1% to 6.5% at 31 July 2019; 

1.5% overweight against the benchmark. 

 

Mr Fletcher believes that the weaker outlook for global trade and industrial 

production caused by the on-going US – China trade negotiations could have 

an adverse impact on Japan (together with Europe and Asia Pacific).  As a 

result, Mr Fletcher has reduced his Japanese Equity weighting from 1.0% 

overweight to a neutral position of 5%. 

 

The IIMT notes that the Japanese economy continues to remain reasonably 

resilient (Q1 & Q2 2019 GDP growth of 0.6% and 0.4%, respectively) and this 

should allow Prime Minister Abe to press ahead with is on-going political and 

structural reforms.  The IIMT believes that the long term story in Japan 

remains intact, with structural changes in governance, the labour market and 

productivity.  Furthermore, valuations remain attractive relative both to their 

historical ranges and other developed markets, and the diversifying and 

defensive qualities of the Japanese market (e.g. the safe-haven status of the 

¥) provide investment support. 

 

However, the latest Takin survey showed that sentiment amongst the large 

manufacturers has slipped to its lowest level in three years.  It is also unclear 

what impact, if any, the upcoming planned increase in sales tax from 8% to 

10% will have on domestic consumption, together with the uncertainty caused 

by the ongoing US – China trade negotiations. As a result, whilst the IIMT 

believes that an overweight position remains appropriate, the IIMT 



 

14 
 

recommends that the allocation is reduced by 0.5% to 6.0%; 1.0% overweight 

overall. 

 

Asia Pacific Ex-Japan and Emerging Market Equities 

 

DPF Weightings Asia-Pac EM 

 

Old Neutral  4.0% 3.0% 

New Neutral  4.0% 5.0% 

 
 

   

Actual 31.7.19  5.3% 5.1% 

AF Recommendation  4.0% 6.0% 

IIMT Recommendation  4.0% 5.1% 

    

Benchmark Returns 
(GB£) 

Asia-Pac EM 

Q2 19/20 to 22 Aug-19   (2.8%) (2.3%) 

Q1 19/20  3.4% 3.8% 

1 Year to June-19  5.1% 8.3% 

3 Years to June-19 (pa)  12.8% 12.5% 

5 Years to June-19 (pa)   9.4% 9.5% 

 

Relative market strength increased the Fund’s allocation to Asia Pacific Ex-

Japan Equities and Emerging Market Equities by 0.1% and 0.2%, to 5.3% 

and 5.1% at 31 July 2019, respectively. 

 

Mr Fletcher has reduced his allocation in respect of Asia Pacific Ex-Japan 

Equities from 1% overweight to neutral reflecting the potential impact of the 

US – China trade negotiations on global trade and industrial production.  

However, Mr Fletcher, continues to have long term confidence in the growth 

prospects for the emerging economies.  Following the recent reduction in US 

interest rates, together with expectations of a further 50 basis points reduction 

priced into market expectations, the US dollar is likely to weaken which 

should have a positive impact on emerging markets.  Despite the increased 

uncertainty, Mr Fletcher notes that emerging market equity remains cheap on 

a relative valuation basis, and recommends an overweight allocation, albeit 

reduced from 2% to 1%. 

 

Whilst the IIMT continues to believe in the long term growth potential of these 

regions the short term outlook is less clear. There are signs of an economic 

slowdown driven by the threat of a global trade war, the strength of the US$ 

and concerns about a slow-down in the Chinese economy.   
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As a result, the IIMT recommends that the Fund reduces the Asia Pacific Ex-

Japan Equity weighting by 1.3% to take it to a neutral position, whilst 

maintaining the fractionally overweight positon in Emerging Market Equities.  

 

Global Sustainable Equities 

 

DPF Weightings 

 

Old Neutral  - 

New Neutral 3.0% 

  

Actual 31.7.19 - 

AF Recommendation 3.0% 

IIMT Recommendation 3.0% 

  

Benchmark Returns (GB£) 

Q2 19/20 to 22 Aug-19  1.3% 

Q1 19/20 6.2% 

1 Year to June-19 10.1% 

3 Years to Jun-19 (pa) 14.0% 

5 Years to Jun-19 (pa)  13.2% 

 

The new strategic asset allocation benchmark includes a 3% allocation to 

Global Sustainable Equities, and Mr Fletcher recommends a 3% neutral 

allocation.  The Committee has previously approved the use a non-DCC 

framework to appoint two or three investment managers to manage the 

planned allocation on a discretionary basis and the IIMT is currently waiting 

for the non-DCC framework to be finalised. It is expected that this will happen 

in early September. 

The IIMT is positive about the long term growth prospects for the asset class 

and recommends a neutral allocation of 3.0%.Whilst noting that completion of 

the necessary due diligence, and call-off from the non-DCC framework should 

result in investments being made into the asset class in late October, some 

flexibility will be required around the timing of any investment.   
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Private Equity 

 

DPF Weighting 

Old New  New Neutral Actual 31.7.19 
Committed 

31.7.19 
AF Recommendation IIMT Recommendation 

4.0% 4.0% 3.0% 4.7% 4.0% 3.0% 

      

Benchmark Returns (GB£) 

Q2 19/20 to date Q1 19/20 
1 Year to  
Jun-19 

3 Years to  
Jun-19 (pa) 

5 Years to  
June-19 (pa) 

 

(3.1%) 3.5% 1.6% 10.0% 7.0%  

 

The Private Equity allocation increased by 0.2% between 30 April 2019 and 

31 July 2019 to 3.0%; 4.7% on a committed basis. 

 

Mr Fletcher recommends a neutral weighting of 4% in Private Equity.  The 

IIMT continues to seek out opportunities which offer higher returns than public 

markets, including co-investment and secondary funds, and recommend that 

the current invested and committed weightings are maintained while 

opportunities are assessed.   

 

The IIMT notes that private equity dry powder and earnings multiples have 

increased over the last few years, and are now approaching record highs, 

particularly in respect of large and mega cap deals.  The IIMT believes that 

there is limited scope for further commitments at this stage in the cycle, and is 

recommending a maintained weighting, albeit there remains some scope to 

invest in small and mid-cap private equity funds, which the IIMT believe offer 

better relative value.  The IIMT also believes that consideration should be 

given to investing into listed small-cap stocks as an alternative, and this is 

currently under review as part of a LGPS Central Pool collaboration exercise.  

 

(viii) Income Assets 

 

At 31 July 2019, the overall weighting in Income Assets was 19.5%, up from 

18.1% at 30 April 2019, principally reflecting net investment of over £85m. 

The IIMT recommendations below would take the overall Income Asset 

weighting to 20.8%, and the committed weighting to 25.3%. 
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Multi Asset Credit 

 

DPF Weighting 

Old Neutral  New Neutral Actual 31.7.19 AF Recommendation IIMT Recommendation 

4.0% 6.0% 5.5% 6.0% 6.1% 

     

Benchmark Returns (GB£) 

Q2 19/20 to  
22 Aug-19 

Q1 19/20 
1 Year to  
June-19 

3 Years to  
June-19 (pa) 

5 Years to  
June-19 (pa) 

0.5% 0.9% 3.8% 3.6% n/a 

 

Net investment of £50m immediately prior to the period end increased the 

invested weighting from 4.5% at 30 April 2019 to 5.5% at 31 July 2019; 7.4% 

on a committed basis versus a neutral weight of 6%. 

 

Mr Fletcher recommends a neutral 6% allocation to Multi-Asset Credit in order 

to increase the diversified opportunity set going forward.   

 

The IIMT continues to remain positive about the long-term attractions of this 

asset class, but notes that high yield bond yields have rallied in YTD19 

following a sharp ‘‘risk-off’’ fall in Q4 2018. The IIMT believes that whilst Multi-

Asset Credit is likely to under-perform in a ‘‘risk-off’’ environment, the under-

performance should be lower than that experienced by Growth Assets. 

The IIMT continues to prefer a bias towards defensive forms of credit (e.g. 

senior secured corporate or infrastructure debt with low default rates) with 

strong covenants, floating rate protection and a yield pick-up, whilst noting 

that both multiples and leverage are rising and investment needs to be 

supported by robust due diligence.  

 

The IIMT recommends increasing the invested weighting by a further 0.6% to 

6.1% in the upcoming quarter (0.1% overweight) to cover existing 

commitment draw-downs and further investment into a diversified credit fund. 

The IIMT also recommends that the Fund’s commitment to one of the 

portfolios existing private debt funds is increased by £20m subject to suitable 

top-up due diligence.  This would increase the Fund’s total committed 

weighting to Multi-Asset Credit to 8.3%. Whilst this implies the pension fund 

will be 2.3% overweight should all the commitments be drawn-down, in 

practice it is unlikely that the commitments will be fully drawn, and some of 

the existing closed-ended investments have now entered their distribution 

phase (i.e. returning cash to investors).  
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Property 

 

DPF Weighting 

Old Neutral New Neutral Actual 31.7.19 AF Recommendation IIMT Recommendation 

9.0% 9.0% 8.0% 9.0% 8.0% 

     

Benchmark Returns (GB£) 

Q2 19/20 to  
22 Aug-19 

Q1 19/20 
1 Year to  
June-19 

3 Years to  
June-19 (pa) 

5 Years to  
June-19 (pa) 

Not Available 0.6% 3.1% 3.1% 5.8% 

 

The Fund’s allocation to Property increased by 0.1% between 30 April 2019 

and 31 July 2019 to 8.0%, with net investment of around £18m (Direct 

Property £14m & Indirect Property £4m) being partly offset by relative market 

weakness.  Direct Property accounted for 4.7% (0.3% underweight) and 

Indirect Property accounted for 3.3% (0.7% underweight).  The committed 

weight was 8.4% at 31 July 2019. The Direct Property investment in the 

period related to the acquisition of a multi-storey car park in Leicester let to a 

leading industry operator.  

 

Mr Fletcher notes that the property market continues to provide diversified 

returns for the Fund and that the Direct Property Manager has outperformed. 

Mr Fletcher continues to recommend a neutral overall allocation to Property, 

with a preference for a 1% overweight position in Direct Property and a 1% 

underweight in Indirect Property. Mr Fletcher recognises that it will take time 

to build the property allocation to a neutral position. 

 

The IIMT recommends maintaining the current 4.7% allocation to Direct 

Property while the Property Manager continues to seek out attractive 

propositions.  The Property Manager notes that Brexit uncertainty continues 

to have a marked effect on property investment transaction levels, with a 

sharp fall in the value of deals in Q1 and Q2 2019.  During the first half of 

2019, total activity was £16.8bn, almost 40% lower than the same period last 

year and the weakest first half year since 2012.  The Property Manager 

believes that this situation is unlikely to change until Brexit is resolved.  

Buyers are ideally waiting for Brexit to be concluded before entering the 

market, especially as prices could fall, and venders are generally unwilling to 

sell in this market unless forced to do so as a result of redemption requests. 

 

The IIMT continues to assess indirect property opportunities, with a focus on 

vehicles invested in specialist areas which provide strong covenants and 

sustainable rental growth. The IIMT recommends maintaining the Indirect 
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Property weighting at 3.3% (3.7% on a committed basis), whilst actively 

investigating further investment opportunities in this asset class. 

 

Infrastructure 

 

DPF Weighting 

Old Neutral New Netural Actual 31.7.19 
Committed 

31.7.19 
AF Recommendation IIMT Recommendation 

5.0% 8.0% 6.0% 8.6% 8.0% 6.7% 

      

Benchmark Returns (GB£) 

Q2 19/20 to  
22 Aug-19 

Q1 19/20 
1 Year to 
June-19 

3 Years to  
June-19 (pa) 

5 Years to  
June-19 (pa) 

 

0.5% 0.7% 2.8% 2.6% 2.1%  

 

Investment in the three months to April 2019 totalled £20m, and the invested 

weighting increased to 6.0%; 8.6% on a committed basis. 

 

Mr Fletcher recommends a neutral weighting of 8% relative to the benchmark, 

acknowledging that this will take time to achieve.  

 

The IIMT believes that Infrastructure is an attractive asset class, with a bias 

towards core infrastructure assets which offer favourable risk-adjusted 

returns, predictable long term cash flows which are often linked to inflation, 

and low correlation to other major asset classes. The IIMT continues to 

assess future investment opportunities in line with these objectives, and also 

recommends that rising levels of political and regulatory risk are managed 

through increased levels of geographical diversification.  

 

The IIMT recommends increasing the invested weighting by 0.7% to 6.2% in 

the upcoming quarter, in anticipation of existing commitment draw-downs and 

several other investment opportunities.  Due diligence is also ongoing on a 

number of closed-ended fund opportunities, and it is anticipated that these will 

lead to a future commitments over the coming months. 
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(ix)  Protection Assets 

 

 

 

 

 

The weighting in Protection Assets at 31 July 2019 was 17.3%, up from 16.9% at 30 April 2019, reflecting relative market strength. 

There were no transactions in the period. 

The IIMT recommendations below maintain the weighting at 17.3%.  

The charts above show the relative bond returns over the last twelve months, and since the last Committee meeting. 

The UK 10 year government bond yield has fallen (i.e. prices rose) sharply since late May 2019 by around 60 basis points as 

economic activity slowed and uncertainty about the UK’s departure from the EU intensified.   

The current UK 10 year government bond yield is currently trading at 0.52% (23 August 2019) having hit an intra-day low of 0.405% 

in mid-August, and around 30% of global government bonds now have negative yields.  
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Conventional Bonds 
 

DPF Weightings 

 

Old Neutral 5.5% 

New Neutral 6.0% 

  

Actual 31.7.19 5.5% 

AF Recommendation 5.0% 

IIMT Recommendation 5.5% 

  

Benchmark Returns (GB£) 

Q2 19/20 to 22 Aug-19  4.6% 

Q1 19/20 1.3% 

1 Year to June-19 4.9% 

3 Years to June-19 (pa) 2.0% 

5 Years to June-19 (pa)  5.5% 

 
Whilst there were no transactions in the period, relative market strength 

increased the weighting in Conventional Bonds to 5.5% at 31 July 2019; 0.5% 

underweight.   

 

Mr Fletcher recommends a 1.0% underweight position of 5.0% against the 

benchmark. Mr Fletcher notes that since the last Committee meeting, the 

global economy has slowed and UK inflation remains benign and below the 

monetary policy target rate of 2%.  Government bond yields have fallen and 

are now lower than cash rates in most of the developed economies.  Mr 

Fletcher finds it difficult to believe that government bond yields can fall below 

their current level (except in the US) over the medium term, nor can he see 

credit spreads substantially narrower.  He notes that over the last few months 

the world’s major central banks have returned to monetary accommodation; 

which has driven German and Japanese bond yields into negative territory 

and has pushed the 10 year UK Government bond yield to a new ‘‘all time 

low’, of 0.48% (subsequent to the completion of Mr Fletcher’s report the yield 

fell further to 0.405% intraday).  Mr Fletcher continues to believe that 

government bond yields are too low, and recent moves (i.e. bond yields falling 

further) are an over-reaction which will unwind over the coming months.  As a 

result, Mr Fletcher expects government bond yields to rise, resulting in 

negative total returns, and therefore proposes remaining underweight to 

government bonds. 

 

Whilst the IIMT agrees that conventional sovereign bonds do not appear to 

offer good value at current levels, they are diversifying assets and continue to 

afford greater protection than other asset classes in periods of market 
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uncertainty – as demonstrated in the recent Q4 2018 and August 2019 global 

equity market sell-off and during periods of heightened Brexit uncertainty. The 

IIMT recommends maintaining the current weighting of 5.5%, 0.5% 

underweight relative to the benchmark.  

 

Index-Linked Bonds 

 

DPF Weightings 

 

Old Neutral 6.5% 

New Neutral 6.0% 

  

Actual 31.7.19 5.8% 

AF Recommendation 5.0% 

IIMT Recommendation 5.8% 

  

Benchmark Returns (GB£) 

Q2 19/20 to 22 Aug-19  8.5% 

Q1 19/20 1.9% 

1 Year to June-19 8.6% 

3 Years to June-19 (pa) 5.7% 

5 Years to June-19 (pa)  9.1% 

 
Relative market strength increased the weighting in Index Linked Bonds to 

5.8% at 31 July 2019; 0.2% underweight.  There were no transactions in the 

period.  

 

Mr Fletcher notes that UK Index-Linked gilts have now become even more 

expensive, and the long duration of these bonds increases the risk of adverse 

returns in a rising yield environment. Mr Fletcher believes that it is appropriate 

to be underweight in this asset class, and recommends a 1.0% underweight 

position of 5%, and that the Fund should continue to hold some US TIPS (US 

Index Linked Bonds) as well as UK Index Linked.  

 

The IIMT agrees with Mr Fletcher regarding the current value of UK Index-

Linked Bonds and recommends that the current 0.2% underweight position of 

5.8% against the benchmark is maintained, with the current exposure to US 

TIPS (around 20% of the Index-Linked portfolio) being maintained due to the 

greater potential for price appreciation in US Index Linked Bonds. 
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Corporate Bonds 

 

DPF Weightings 

 

Old Neutral 6.0% 

New Neutral 6.0% 

  

Actual 31.7.19 6.0% 

AF Recommendation 6.0% 

IIMT Recommendation 6.0% 

  

Benchmark Returns (GB£) 

Q2 19/20 to 22 Aug-19  3.0% 

Q1 19/20 2.4% 

1 Year to June-19 6.9% 

3 Years to June-19 (pa) 4.8% 

5 Years to June-19 (pa)  6.0% 

 

Whilst there were no transactions in the period, relative market strength 

increased the weighting in Corporate Bonds at 31 July 2019 to 6.0%; neutral 

with the benchmark.   

 

Mr Fletcher notes that the current outlook for the investment grade non-

government bond market is uncertain. Spreads have narrowed on stronger 

equity markets and the perceived end of monetary tightening has provided a 

duration benefit.  Mr Fletcher notes that should government bond yields rise, 

investment grade credit yields will follow, and are likely to result in negative 

returns.  Investment grade credit is also vulnerable because of the high 

leverage, low interest cover, particularly in the US, and reduced liquidity in all 

markets. However, despite these reservations, Mr Fletcher recommends a 

neutral allocation of 6% to investment grade credit because the ‘‘bigger risk’’ 

is in longer duration government bonds, especially UK Index-Linked Bonds. 

 

The IIMT believes that whilst the current average credit spread, of around 120 

to 130 basis points over sovereign bonds, is increasingly insufficient to 

compensate for the increased default and volatility risk, the current neutral 

allocation of 6% should be maintained in line with Mr Fletcher’s 

recommendation. 
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(x) Cash 

 

The Cash weighting at 31 July 2019 was 7.2%, 5.2% overweight relative to 

the benchmark. The Cash weighting partly reflected the divestment of £150m 

of equities immediately before the period end following market strength in the 

run up to the Fed’s monetary policy announcement at the end of July 2019.  

Whilst £50m was reinvested into Multi-Asset Credit, the net impact of the 

trades increased the Fund’s Cash weighting by 2.0%.  

  

Mr Fletcher has increased his allocation to Cash from a neutral position of 2% 

to 4%, noting that the recent strength in the bond markets represents an 

extreme – the majority 10 year bond market yields are lower than cash yields 

and tactically Mr Fletcher prefers to be 2% underweight Protection Assets and 

2% overweight Cash. 

 

The IIMT notes that markets have experienced several bouts of volatility over 

the past twelve to eighteen months, and continues to believe that public 

markets are trading on rich valuations despite increasing levels of global 

political risk and the increasing maturity of the US economic expansion.  

Furthermore, the on-going political uncertainty in the United Kingdom, in 

particular with regard to the scheduled departure from the European Union on 

31 October 2019, and the increased possibility of a ‘‘no-deal’’, is likely to 

weigh on investor sentiment over the next few months. 

 

Against this background, the IIMT recommends a defensive cash allocation of 

5.9%. Furthermore, it should be noted that the cash weighting will reduce as 

private market commitments are drawn down.  

 

3 Other Considerations  

 

In preparing this report the relevance of the following factors has been 

considered: financial, legal and human rights, human resources, equality and 

diversity, health, environmental, transport, property and prevention of crime 

and disorder. 

 
4 Background Papers  

 
Files held by the Investment Section. 
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5 Officer’s Recommendations 
 

5.1 That the report of the external adviser, Mr Fletcher, be noted.   
 

5.2 That the asset allocations, total assets and long term performance 
analysis in this report be noted. 

  
5.3 That the strategy outlined in the report be approved. 
 
 
 

PETER HANDFORD 
 

Director of Finance & ICT 
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Investment Report for Derbyshire County 

Council Pension Fund 

This report has been prepared by Anthony Fletcher “External Investment Advisor” of Derbyshire 

County Council Pension Fund (the Fund).  At the request of the Pension and Investment Committee 

the purpose of the report is to fulfil the following aims: - 

 Provide an overview of market returns by asset class over the last quarter and 12 months. 

 An analysis of the Fund’s performance by asset class versus the Fund specific benchmark for the 

last quarter and the last 12 months. 

 An overview of the economic and market outlook by major region, including consideration of the 

potential impact on the Fund’s asset classes 

 An overview of the outlook for each of the Funds asset classes for the next two years; and 

recommend asset class weightings for the next quarter together with supporting rationale. 

Since the contents of this report have been dictated by the Pension and Investment Committee it does 

not contain performance data for longer periods in accordance with the requirements of the FCA 

Rules. 

The report is expected to lead to discussions with the in-house team on findings and recommendations 

as required.  The advisor is expected to attend quarterly meetings of the Pensions and Investment 

Committee to present his views and actively advise committee members. 

Meeting date 4th September 2019 

Date of paper 9th August 2019 
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1. Market Background (second quarter 2019) 

The increased possibility of a slowdown in global economic growth remained the main concern for 

markets in the second quarter, despite this the majority of assets classes delivered strong positive 

performance.  The main reason for this outcome was the decision by the US Federal Reserve and the 

other major central banks to talk up the possibility of lower rates in the case of the US and more QE in 

the case of the other central banks. 

Bond yields fell on the promise of lower rates and more monetary accommodation and Equity markets 

rallied on the possibility of an extension to the business cycle and the increased chance of the US 

avoiding a recession in the next 2 years with a “soft landing” in economic activity.  

Global equity markets made gains over the quarter even if Mr Trump’s periodic interventions in the 

ongoing US-China trade negotiations caused the markets to be volatile. The S&P 500 ended the 

quarter up 3.1%, in local currency terms.  European stocks performed similarly well, with the Euro 

STOXX 50 index gaining 5.1% over the course of the quarter. 

In the UK, the FTSE 100 made gains of 2.7% and the FTSE All Share 3.3%.  Year to date the UK 

equity market at the end of June is 10% higher. This is despite negotiations with Europe costing the 

conservative party its second Prime Minister since the referendum and ushering in the potential of 

Boris Johnson being most likely to replace her, thereby increasing the risk and uncertainty 

surrounding Brexit. 

While the Federal Reserve did not cut rates during Q2, it strongly indicated that cuts may happen in 

the near future. As a result longer dated bond yields fell sharply and the yield curve became inverted, 

i.e. 10 year yields are now lower than shorter dated bond yields.  The interest rate markets have priced 

in three cuts in US interest rates over the next year.  The European Central Bank also suggested that 

monetary policy may be eased further in order to counter low and falling levels of inflation in the 

region.  Table 2 below shows the changes in government bond yields and the yield of non-government 

bond indices over quarter.  Corporate bonds had stronger returns than government bonds over the 

quarter, as credit spreads narrowed. 

The comments from the Federal Reserve that rates could be cut in the near future led to the dollar 

losing some value over the quarter, but Sterling lost even more value as Brexit concerns remained 

prominent. 

UK property price growth continued to be low during the second quarter. House prices in the UK rose 

by 0.3% (seasonally adjusted), meanwhile commercial property returns fell across the board, once 

again Brexit was cited as the main concern. 

The potential worsening outlook for global growth and trade caused commodity markets to be weak 

the second quarter. Brent crude was down -2.7%, natural gas was down -13.3%, and copper was down 

-7.8%. However, gold had a particularly strong quarter with prices buoyed by US-China trade 

tensions, the weak dollar and possible interest rates cuts, gold ended the quarter 9.3% higher. 
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Table 1, below shows the total investment return in pound Sterling for the major asset classes, using 

FTSE indices except where noted; for the month of July, 3 and 12 months to the end of June 2019. 

% TOTAL RETURN DIVIDENDS REINVESTED 

 
MARKET RETURNS 

 

  Period end 30th June 2019 

 

 July 2019 

 

3 months 12 months 

FTSE All-Share 2.0 3.3 0.6 

    

FTSE World ex UK 4.3 6.4 10.1 

North America 5.4 6.8 14.1 

Europe ex UK 2.1 9.2 8.6 

Japan 4.1 2.9 -1.2 

Pacific Basin 2.5 3.4 5.1 

Emerging Equity Markets 3.5 3.8 8.3 

    

UK Gilts - Conventional All Stocks 2.1 1.3 4.9 

UK Gilts - Index Linked All Stocks 3.6 1.9 8.6 

UK Corporate bonds* 2.7 2.3 6.9 

Overseas Bonds** 0.6 2.7 6.0 

    

Property IPD quarterly - 0.3 4.3 

Cash 7 day LIBID 0.06 0.17 0.68 
 

* iBoxx £ Corporate Bond; **Citigroup WGBI ex UK hedged 

 

 

Chart 1: - UK bond and equity market total returns since 30th June 2018 

 

Source: - Bloomberg 
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Table 2: - Change in Bond Market yields over the quarter and 12 months. 

BOND MARKET           

% YIELD TO 

MATURITY 

31st 

March  

2019 

30th 

June  

2019 

Quarterly 

Change 

30th    

June 

2018 

Current 26th 

July 2019 

UK GOVERNMENT BONDS (GILTS) 

 
10 year 1.00 0.83 -0.17 1.28 0.69 

30 year 1.55 1.47 -0.08 1.74 1.35 

Over 15y Index linked -1.85 -1.88 -0.03 -1.58 -1.95 

OVERSEAS 10 YEAR GOVERNMENT BONDS 

US Treasury 2.41 2.01 -0.40 2.86 2.07 

Germany -0.07 -.033 -0.26 0.30 -0.38 

Japan -0.08 -0.16 -0.08 0.04 -0.15 

NON-GOVERNMENT BOND INDICES 

UK corporates 2.58 2.39 -0.19 2.72 2.16 

Global High yield 6.04 5.59 -0.45 6.20 5.48 

Emerging markets 4.79 4.36 -0.43 5.11 4.20 

 

Source: - Bloomberg, G8LI, UC00, HW00, EMGB, ICE indices 26th July 2019.  
 

 

Chart 2: - Bond index returns in Sterling terms, since 30th June 2018. 

 

Source: - Bloomberg 



  

 

6 

 

Chart 3: - Total return of overseas equity markets in Sterling terms, last 12 months.

Source: - Bloomberg 

Recent developments (July and to 9th August 2019)  

This feels like “groundhog day” just like April and May! July saw a continuation of the good market 

performance, driven by second quarter company earnings beating expectations and the pre-advised 

US rate cut of 0.25% being delivered at the end of the month.  However in early August President 

Trump announced new tariffs on Chinese electrical goods, right in the middle of the latest round of 

negotiations.  As a result at the time of writing equity markets are between 3% and 5% lower during 

August to date, credit spreads are wider and government bond yields are significantly lower. 

Outside of the UK and Europe, which saw growth weaken, the rest of the world saw growth broadly 

in-line or better than expectations.  Inflation data was benign and employment data remains robust, 

wages are growing and unemployment is still falling. 

Following the European Parliamentary elections, the top jobs have been awarded to candidates that 

have strong opinions and interesting backgrounds.  Potentially the most significant appointment for 

the investment markets was the appointment of Christine Lagarde (former head of the IMF) as Head 

of the ECB.  Lagarde was the most “dovish” of the potential candidates and her expertise in political 

negotiations may have strengthened her case relative to the other candidates.  This is important 

because it is clear that fiscal policy stimulus, as well as monetary policy stimulus, will be required to 

support the economic recovery of the region. 

In the UK, Boris Johnson was elected by two thirds (about 90,000 people) of the Conservative party 

membership as leader and is now our new Prime Minister.  While it appears that Mr Johnson’s 

approach is more energetic, the problems remain.  Europe is sticking to its position, Parliament is 

against leaving on Mrs May’s deal and is even more against a no deal Brexit, but for now Mr Johnson 

is sticking with his mantra that  the UK will leave on the 31st of October without the Northern Ireland 

backstop and with a better deal from Europe, or it will leave without a deal.  
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2. Investment Performance 

Table 3, shows the performance of the Derbyshire Pension Fund versus the new fund specific 

benchmark for the 3 months to the end of June 2019 and compared to a combination of the New and 

Old benchmarks over 12 months.  The Fund outperformed its benchmark over both 3 and 12 months.  

Measured against longer time horizons, more appropriate for Pension Fund performance, the Fund 

continues to deliver positive returns and has outperformed the strategic benchmark on rolling 3,5,10 

years and since inception on a net of fees basis.  Over 10 years the Fund has achieved a total return of 

10.2% per annum.  Over 3 and 12 months the PEL attribution data suggests Stock Selection remains 

the main contributor to the outperformance of the Fund. 

Table 3: - Derbyshire Pension Fund and Benchmark returns 

% TOTAL RETURN (NET) 

30 TH JUNE 2019 3 MONTHS 12 MONTHS 

 Derbyshire 

Pension Fund Benchmark 

Derbyshire 

Pension Fund Benchmark 

     

Total Growth Assets 5.5 4.9 5.3 5.1 

     

UK Equity 2.8 3.3 0.0 0.6 

Total Overseas Equity 6.7 5.8 7.8 8.3 

North America 7.2 6.8 13.7 14.1 

Europe 8.7 8.6 7.9 7.8 

Japan 4.9 2.9 -4.4 -1.2 

Pacific Basin 4.9 3.4 8.6 5.1 

Emerging markets 6.0 3.8 10.6 8.3 

Global Sustainable Equity 0.0 6.2   

Global Private Equity 5.2 3.5 12.8 1.6 

     

Total Protection Assets 2.3 1.9 6.4 6.2 

     

UK Gilts 1.4 1.3 5.1 4.9 

UK & Overseas Inflation Linked 2.7 1.9 8.2 8.6 

UK Corporate bonds 2.4 2.4 6.3 6.9 

     

Total Income Assets 1.9 0.7 6.3 3.2 

     

Multi-asset Credit 1.7 0.9 4.4 3.8 

Infrastructure 2.6 0.7 10.3 2.8 

Property (all sectors) 1.7 0.6 5.0 3.1 

     

Internal Cash 0.0 0.1 0.3 0.6 

     

Total Fund 3.9 3.4 5.0 4.5 
 

Total fund value at 30th June 2019 £5,094 million 

 



  

 

8 

 

The second quarter saw a continuation of the positive absolute performance of the markets, with all 

asset classes delivering positive returns.  All country equity market returns were similar over the 

quarter, but the weakness of sterling boosted the returns of Europe and the US.  Protection and 

Income asset returns were more muted.  With the exception of the UK equity all of our managers 

outperformed their market indices.  

Over the year Protection and Income Assets outperformed Growth Assets.  There was a huge 

variation in overseas equity returns with the US delivering +14% and Japan -1.2%, but partly due to 

the weakness of Sterling overseas equity markets produced the strongest average returns. 

Growth assets – Equity performance 

In line with the new strategic benchmark the exposure to UK equity was further reduced from 18.1% 

to 17.5%.  The new strategic weight is 16%, therefore the fund remains relatively overweight.  All 

other equity allocations were broadly unchanged.  LGPS Central (the manager) underperformed the 

benchmark and the attribution analysis suggests that this was due to stock selection.   

As can be seen in the table above all absolute and relative returns for overseas equities were positive 

over 3 months.  Absolute returns over 12 months were positive, but relative returns from the US and 

Japan were negative. 

North American equity, actively managed in a segregated portfolio (by Wellington) outperformed 

over the quarter but is still behind benchmark over 12 months.  The continued performance recovery 

in 2Q19 has bought the 3 year returns up to 15.8% pa, broadly in line with the benchmark.  Over 5 

and 10 years, Wellington remains 1.0% and 1.5% ahead of benchmark. 

The continental European equity portfolio is passively managed by UBS.  The 3 and 12 month returns 

are in-line with the benchmark, as are the 3 and 5 year returns. 

The other equity assets are invested in Japan, the Pacific Basin and Emerging Markets equities, via 

pooled funds selected by the in-house team.  The allocation to Japan outperformed over 3 months, but 

underperformed its benchmark over 12 months, Japan remains ahead over 3, 5 and 10 years.  Pacific 

Basin equity outperformed, the allocation has outperformed over all periods delivering strong absolute 

and relative returns. The recent stronger performance of emerging market equity has lifted absolute 

and relative returns. The allocation is now ahead of benchmark in all periods except rolling 5 years. 

Private equity continues to deliver strong positive returns and has outperformed its benchmark over 

all periods. 

As yet no allocation has been made to Sustainable Global Equity. 

Protection assets - Fixed Income Performance 

In the second quarter the bond portfolio delivered positive returns in-line with or slightly ahead of 

benchmark, although the inflation linked assets are slightly flattered by the US$ performance of TIPS, 

because cost of hedging the currency shows up in the performance of cash.  Over the 12 months 

absolute returns were strong and positive but mixed relative to the benchmark.  Over the longer term, 
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while absolute returns are positive, asset allocation relative to the benchmark is the main reason for 

the underperformance. 

Income assets – Property, MAC and Infrastructure  

Over the quarter and the year, the total allocation to all property produced positive returns that were 

ahead of benchmark.  Over the longer-term direct property investments have helped the allocation 

outperform the benchmark whereas indirect property returns have been more mixed.   

Over all periods Infrastructure allocations produced positive returns well ahead of the benchmark. 

The Multi-Asset Credit (MAC) allocation a combination of private debt, high yield and emerging 

market debt has outperformed in all periods, but it has only been an allocation in the fund for just over 

3 years. 

Asset Allocation 

At the asset allocation level, the DPF’s in-house team has made some excellent decisions.  In general, 

over the medium to long term, being overweight “growth” assets like equities at the expense of 

“protection” assets like bonds, has been a good decision as would be expected given the higher levels 

of risk.  Within bonds, the Fund could have benefitted from a higher allocation to non-government 

sectors, but this would have increased risk.  On balance in terms of total return it has probably been 

better to use the money generated by being underweight bonds in general to invest in being 

overweight equity and increasing exposure in diversifying asset classes like property, infrastructure 

and MAC.  
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3. Economic and Market outlook 

Economic background 

The risks to the global economy have increased over the quarter and in particular into the months of 

July and August.  Growth over the rest of 2019 and into 2020 is expected to be sub-trend with the 

global economy expected to grow at its slowest rate since the global financial crisis.  At the same time 

the more unpredictable and heavy-handed nature of the US trade negotiations has increased the risk of 

an unintended outcome.  The extended and erratic nature of the trade talks has already slowed global 

trade and increased uncertainty for businesses leading to lower business investment and sentiment.  

The longer the negotiations take the more corrosive they become for the economic outlook and the 

more likely they are to threaten growth.  

 

In the meantime, helped by lower inflation the major central banks have responded to the slowdown 

by switching back to easing mode to try and smooth the path of growth, but what is really needed to 

reduce the risk to the global economy is a trade deal between the US and China.  There is a chance 

that as we get closer to the start of the US Presidential Election campaign, Mr Trump will realise that 

the trade dispute is having a negative impact on the US economy and he will make a very big 

announcement about what will in effect may be a reasonable compromise. 

 

I believe the risks of a protracted negotiation are greater for the US and Mr Trump than it is for China.  

This is because the Chinese have more scope to stimulate growth by Fiscal and Monetary policy and 

weakening the currency.  Also, President Xi Jinping does not need to be re-elected next year. 

 

For now, just as last quarter, labour markets have held up well, with unemployment continuing to 

decline, to 7.5% in the Eurozone and to 3.7% in the US, as a result aggregate wage growth remains 

strong, this combined with a better consumer balance sheet means consumers may be willing to 

continue spending.  The concern is that if global growth and international trade slows much more 

businesses may be less willing to recruit new workers and may even start laying people off.   

 

The UK economy is still being supported by a strong labour market, unemployment troughed in May 

at 3.8% and while it ticked up to 3.9% in June, there are a record number of people in some form of 

employment in the UK and wages continue to rise by more than inflation.  It is hoped that the 

contraction of growth seen in the second quarter is temporary, the result of planned shutdowns in the 

automotive sector and an offset to the stronger than expected first quarter caused by Brexit related 

stockpiling.  I expect the heighted uncertainty and increased risk of a “no deal” Brexit following the 

election of Mr Johnson has done little to change aggregate business and consumer confidence. 

 

As can be seen in chart 4 below, despite the late stage nature of the business cycle, which is exhibiting 

less slack in the major economies and the increase in real wages, the medium-term trend for inflation 

remains lower and central banks seem unable to achieve normalisation around their stated target 

inflation rates of 2%.  
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Chart 4: - Inflation, relative to the central bank target rate of 2%.

 

Source: - Bloomberg 

Central Banks 

In the first half of the year the developed economies central banks talked about a change in direction 

of monetary policy from looking for reasons to tighten to looking for reasons to ease.  At their 

respective meetings in late July and early August they started to deliver on those statements.  The Fed 

cut its Fed Funds Rate by 0.25% from 2.5% to 2.25% and announced that it would end the QT 

programme on 1st August and not the end of September as previously indicated.  What was a surprise 

was that in the post meeting press conference the chair of the FOMC, Mr Powell, said that the Fed 

would "act as appropriate" to sustain the country's longest economic expansion in history.  Other 

comments about sluggish growth and low inflation enabling the Fed to take out an insurance cut in 

rates were to be expected, but a promise to keep the expansion going is unusual and must have been 

music to Mr Trump’s ears.  Mr Trump has been calling for more aggressive cuts for some time, his 

public interventions against Fed policy and Mr Powell in particular are generally considered 

unhelpful. 

The ECB left rates unchanged but changed its rhetoric to say it was “determined to act” Mr Draghi 

mentioned several times that falling inflation could lead it to act to cut rates in some way in 

September.  The Bank of Japan did not change its very easy monetary policy stance, but policymakers 

underlined that they would not hesitate to take additional easing measures “if the economy loses 

momentum for achieving the central bank's 2% inflation target”. 

Following the August Inflation Report, the Bank of England's Monetary Policy Committee voted 

unanimously to hold the Bank Rate at 0.75% and reaffirmed its pledge to gradual and limited rate 

rises assuming a smooth Brexit outcome and some recovery in global growth. The BoE lowered its 

UK GDP forecasts to 1.3% for 2019 and 2020 on the back of slower export growth and weak business 

investment.  It also warned that the UK has a one in three chance of slipping into recession as the 

uncertainty over Brexit increases.  In Interviews after the meeting, Mr Carney sounded more willing 

to cut rates and subsequently the BoE has talked about a return to QE via corporate bond purchases.  

 

http://www.cnn.com/2019/07/23/business/budget-deal-fed-rate-cuts/index.html
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Politics 

In early August, just as the US and Chinese trade negotiating teams were returning to the table, Mr 

Trump announced via twitter that he would impose from the 1st September 2019 10% tariffs on the 

remaining US$ 300billion of Chinese exports to the US.  This was despite agreeing at the summit in 

June that there would be no new tariffs.  These tariffs will largely affect electrical goods, mobile 

telephony and toys.  He has also asked the US Treasury to investigate China for currency 

manipulation. These actions will not be taken well by the Chinese, as it suggests Mr Trump is an 

unreliable negotiating partner.  China is now considering further tariffs on US trade; they are 

considering both stopping the purchase of certain US products and stopping the sale to US companies 

of key raw materials like rare-earth elements used in the electronic industries.  China is a top-down 

centralised economy, so if they decide to take these actions it will happen. 

As expected the European elections resulted in a smaller group of centre-right politicians, as a wide 

range of Anti-Establishment candidates won seats. The UK Brexit party ended up with 26 MEPs, the 

largest representation from the UK, the Liberal Democrats also increased their number of MEPs, at 

the expense of the Conservative, Labour and UKIP parties.  In spite of the change in make-up of the 

parliament, the new Leadership team has been chosen from the old guard of senior European 

politicians.  Ursula von der Leyen, European Commission president: - Ursula von der Leyen is a 

German politician from the CDU and was the minister of defence of Germany. Charles Michel, EU 

Council president: - Charles Michel was the prime minister of Belgium.  Josep Borrell, EU foreign 

affairs chief: - Josep Borrell was the Spanish foreign minister.  And Christine Lagarde former head of 

the IMF will take over from Mario Draghi as Head of the ECB.  The new leadership team have 

already stated that there is no room for re-negotiation of the UK’s Withdrawal Agreement (WA). 

With summer recess and the Conservative leadership election, the UK Brexit negotiations remain on 

hold, with no apparent progress being made.  The energetic Mr Johnson has appointed his new 

Cabinet, ramped up preparations for a no deal Brexit and made a number of crowd-pleasing 

announcements on public spending and Law & Order.  He has reiterated his commitment to leaving 

the EU and his confidence that the UK will get a better deal than the WA with no Backstop, or the UK 

will leave with no deal on the 31st October 2019.   

On the face of it the risk of a “No deal Brexit” has therefore increased, but the government only has a 

majority of 1 MP, including the MPs of the DUP.  Whereas the disrupters in the last Government 

were Conservative Leavers the new disrupters will be Conservative Remainers and the arithmetic is 

similar.  In parliament there is no majority for the WA and definitely no majority for a “No deal 

Brexit”.  Depending on opinion polls and the party conference season the more likely outcomes in my 

view are a snap general election or a further delay.  
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Government bonds 

As can be seen in chart 5 below, 10 year government bond yields have continued their sharp move 

lower since the beginning of the year.  As I said in my last report, “if the Fed actually cuts short term 

interest rates, US 10 year bond yields can go much lower”.  The surprise for me has been the size of 

the fall in yields outside of the US.  10 year German and Japanese yields have returned to negative 

territory and with each day that passes the UK 10 year gilt makes a new “all-time low” in yields.  10 

year yields in all these markets are below overnight interest rates and the US 10’s are lower in yield 

than the US 2 year yield.  This inversion of yields has symbolic importance for the bond markets 

because it has been an indicator that a US economic recession is on the horizon. 

Now that the Fed has started cutting interest rates, the markets are expecting 2 more cuts over the next 

12 months.  Other participants are pointing out that an inversion of 2y-10y yield curve is not a 100% 

reliable indicator of a recession and that other markets excesses are required, such as high levels of 

corporate debt, a slowdown in investment activity and rising unemployment.  While others believe 

that QE and the amount of debt held by central banks makes the inversion argument less compelling.  

Either way I would argue the risk of recession in the next two years has increased.  

If the Fed is right and this is just a “mid-course correction / insurance cut (or two)” they will have 

increased the likelihood of a soft landing and an extension of the current 10 year long US economic 

expansion.  In which case government bond yields could be on their way back up again within 12 

months leading to negative returns for investors.  Either way I view the current level of government 

yields, especially outside the US as an extreme and expect yields to rise in the short term as well. 

Chart 5: - Government bond yields, last 10 years. 

 

Source: - Bloomberg  
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Non-government bonds 

As can be seen in Chart 6 below, the excess yield spread at the end of the June for investment grade 

non-government bonds had fallen significantly since the beginning of the year.  The current yield 

spread is somewhat higher the result of the recent escalation of the trade negotiations and the marked 

fall in underlying government bond yields. 

As mentioned in my last report. for now the fears of increased corporate leverage (particularly in the 

US) and the lower average credit quality have been dissipated by the change in monetary policy.  

Given that the recent spread widening is mainly a result of a fall in government yields it is possible 

that spreads can narrow from here, this could be either the result of government bond yields 

increasing or corporate bond yields falling.  On balance I believe it will be the former.   

Just as for Government bonds there is also the chance that total returns for the rest of the year could 

be flat or even negative.  Investment grade bonds (like government bonds) have quite high duration 

and insufficient yield to result in a positive total return in a rising yield environment.  I haven’t 

changed my mind on holding high yield bonds, because of their higher yield and lower duration they 

can deliver reasonable returns.  For the time being the higher the coupon or yield, the higher the 

return, albeit with increased credit risk.  See Table 7 below for an estimate of the impact of rising 

bond yields on UK Government and non-government bond markets. 

Chart 6: - Investment grade credit spreads, extra yield over government bonds.

 

Source: - Bloomberg 
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Equities 

After the dip in May global equity markets bounced back in June and continued to rally until August.  

The S&P made a new “all-time high” just prior to the Fed announcement, but since then global equity 

markets have sold off between 3% and 5%, mainly because of Mr Trump’s announcement of new 

tariffs on Chinese goods to be implemented in September.  But I also believe the equity markets were 

expecting more from the Fed than the bond markets hence the initial selloff post the rate cut.   

Nonetheless a more Dovish Fed increases the chance of a soft landing in the US, easier European 

monetary and potentially fiscal policy, combined with the willingness of the Chinese to stimulate 

activity has increased the chances that equity markets can continue to deliver positive returns even if 

volatility is also higher. 

As mentioned already the primary risk to this positive outlook remains the US, China trade 

negotiations.  In the short-term Mr Trump’s use of twitter to make announcements that often run 

contrary to the previous tweet on the subject is not helping the difficult negotiations of the trade 

delegation.  In the medium term the longer these negotiations take the more likely the uncertainty is 

going to slow business activity and delay investment decisions.  A further negative is that while 90% 

of companies reporting second quarter earnings in the US beat analyst expectations, actual earnings 

growth was negative for the second quarter in a row.   

All this leads one to the conclusion that most of the good news is probably already in the price at this 

level of equity markets.  I remain positive on equity markets expecting them to outperform bond 

markets over the medium and long term.  In the short-term cash may prove to the safest place to be as 

the risks of some kind of correction have increased in both equity and bond markets. 

 

Chart 7: - Global equity indices, last 10 years.

 
 

Source: - Bloomberg 
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UK equity 

Because most of the earnings of companies in the main UK equity indices come from overseas, the 

UK equity market has performed reasonably well in local currency terms over the last couple of years.  

However, the weakness of Sterling has made the total return of overseas equity markets look much 

better.  Some asset managers believe the UK equity market is cheap on a relative basis, chart 7 above 

clearly shows that since the referendum the FTSE All share has underperformed the MSCI All World 

index.  But there is good reason for that and that reason remains the same; we don’t know the 

outcome of the Brexit negotiations.  With the election of Mr Johnson, local factor uncertainty has 

increased compounding the increased uncertainty around the global outlook.  The value of Sterling is 

likely to be the biggest mover and at 1.2 versus the US dollar the risk has become more asymmetric.  

If the result is no deal, forecasts are that GBP/USD could fall to 1.1, whereas if there is a deal it could 

rally towards 1.4.  
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GDP Forecasts 

Table 4, shows the consensus forecasts for GDP growth in calendar 2019 and 2020 and my 

expectations in April and July 2019.   

Table 4: - GDP forecasts - Consensus versus Advisor expectations. 

 % CHANGE YOY 

 2019 2020 

 
APRIL  2019 JULY 2019 APRIL  2019 JULY 2019 

 Consensus AF Consensus AF Consensus AF Consensus AF 

US 2.4 2.5 2.5 2.5 2.0 2.0 1.9 1.9 

UK 1.3 1.4 1.3 1.2 1.5 1.2 1.3 1.2 

Japan 0.6 0.6 0.7 0.7 0.5 0.5 0.3 0.3 

EU 28 1.3 1.3 1.4 1.3 1.5 1.3 1.4 1.3 

 
Source: - Consensus Economics July 2019 

 

Consensus estimates for growth in 2019 have been tweaked higher and for 2020 they have been 

tweaked lowered, but I am not sure they have taken into consideration the increased risk posed by Mr 

Trump’s more belligerent approach to the trade negotiations with China.  Announcing against the 

advice of your own advisers and while your negotiating team is in front of their Chinese counterparts 

is potentially not the way to achieve a quick and positive outcome.  For this reason the risk is it will 

take longer to reach a resolution and in the meantime the uncertainty for businesses is reducing their 

willingness to invest and could lead to workers being laid off.  The change in direction of the Fed and 

other central banks could offset this weaker outcome and as mentioned above, may even deliver a 

“soft landing” i.e. the US could avoid a recession, but the risk of an unintended outcome has 

increased.  I am therefore more cautious on global growth.  In the UK second quarter growth was 

negative, most likely because of the stockpiling boost to first quarter growth.  Brexit uncertainty has 

dramatically increased and is impacting UK investment and is another pressure on the weakening pro-

cyclical European economy.  Chinese growth is also being impacted but they have plenty of scope to 

ease fiscal and monetary policy, whereas the major developed economies do not. 

In the US, fourth quarter 2018 growth was revised down to 1.1% from the estimated 2.2%, a direct 

result of the government shutdown and first quarter 2019 growth was revised down to 3.1% from the 

advance estimate of  3.2% annualised.  The initial estimate of second quarter growth was 2.1%.  A 

continued rebound in personal consumption and government expenditure, boosted by delayed 

spending from the government shutdown, was offset by falling exports and inventory accumulation. 

The preliminary estimate of UK GDP showed the economy grew by -0.2% in the second quarter of 

2019. The first quarter was confirmed at 0.5%, this makes the annual rate of growth 1.2%, slightly 

lower than market expectations. A large part of the second quarter’s weakness can be explained by 

stockpiling in the first quarter, but there was widespread weakness in the manufacturing, service and 

consumer sectors.  I anticipate that growth will be lower in the UK over the rest of the year weighed 

down by Brexit induced lower investment and consumer confidence.   
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Japanese growth in the three months to the end of March 2019 was revised higher to a rate of +0.7%, 

a strong rebound in both household consumption and business investment was responsible.  Second 

quarter growth from the same sources has continued and despite the weakness of Exports is estimated 

at 0.4%.  This will bring to annual growth rate up to 1%. 

Euro Area GDP was confirmed at 0.4% in the first quarter, but second quarter growth was only 0.2%, 

which represents a further slowing of growth from a rate of 1.2% to 1.1% for the previous twelve 

months.  The German economy contracted by 0.1% as exports slumped, while Italy stagnated and 

France along with the majority of European economies saw their growth rates fall.   The Euro Area, 

because of its reliance on exports and global trade, could see growth suffer if the trade negotiations 

between the US and China are not resolved quickly and amicably. 

Consumer Price Inflation 

Table 5, shows the consensus forecasts for Consumer Price Inflation in calendar 2019 and 2020 and 

my expectations in April and July 2019.   

Table 5: - Consumer Price Inflation forecasts - Consensus versus Advisor expectations 

 % CHANGE YOY 

 2019 2020 

 
APRIL  2019 JULY 2019 APRIL  2019 JULY 2019 

 Consensus AF Consensus AF Consensus AF Consensus AF 

US 1.9 2.5 1.9 2.5 2.2 2.3 2.1 2.3 

UK 2.0 2.5 1.9 2.5 2.1 2.2 2.0 2.2 

Japan 0.6 1.1 0.6 1.1 1.0 1.1 0.8 1.1 

EU 28 1.5 1.9 1.5 1.9 1.7 1.9 1.4 1.9 

 

Source: - Consensus Economics July 2019 

 

The consensus forecasts for inflation in 2019 have not changed significantly from April, but they have 

been revised lower for 2020.  Actual inflation has for the most part turned out lower than forecast 

despite the higher energy prices we saw earlier in the quarter.  As I mentioned last quarter, it remains 

somewhat surprising that with very low levels of unemployment in the US and the UK and with 

wages rising at a pace ahead of inflation that overall inflation is not rising at a faster rate.  There 

would appear to be two factors working to keep inflation lower than expected in the current 

environment; increased employment costs are being absorbed by company margins and profits and 

reduced investment and consumer demand may also be keeping prices down.  If this is the case it will 

help Central Banks remain accommodative, which for the Fed means they can cut rates further 

without risking higher inflation.  Once again the Trade negotiations could have an impact as the tariffs 

imposed are passed on to higher prices for businesses and consumers, which should be inflationary 

unless they reduce consumption and that could be dis-inflationary. 
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For now, the global medium term trend in inflation seems to be down, or at worst flat lining around 

the main central bank target rate of 2% for the UK and the US. 

Over the 3 months to July US headline inflation has fallen from 2% in April to an average of 1.7% 

whereas, ex food and energy US core inflation moved higher from 2.1% to 2.2%, driven by higher 

housing and personal goods and services costs.   

In the UK headline inflation remains around 2.1% over the quarter, prices for discretionary domestic 

goods and services increased to most offsetting falling energy and transportation costs.  Core inflation 

which excludes food, energy, alcohol and tobacco in the UK, increased to 1.9% p.a.   

Inflation in the Euro Area peaked in April at 1.7% p.a. and is now only 1.1% in July.  Core inflation, 

which like the UK excludes food, energy, alcohol and tobacco, has fallen back to 0.9% from 1.2%.   

The Japanese inflation rate also peaked in April at 0.9% and due to falling energy and 

communications prices has fallen back to 0.7% and core inflation, which only excludes fresh food 

prices, also fell from 0.8% to 0.6%.  
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4. The outlook for the securities markets 

In light of the near term developments on the outlook for global growth and the increased trade 

tensions between the US and China, I have made some changes to my asset allocation 

recommendation to reflect the heightened risk to the outlook for the securities markets.  These 

changes reflect my more cautious outlook for the next year to eighteen months and can be seen in the 

right–hand column of table 9.  Over the medium to long term (more than 5 years), I still stand by the 

recommendations expressed in my last report dated the 9th May. 

I have decided to reduce my overweight to Growth assets from +2% to neutral.  Within equities I still 

believe US equity is overvalued and emerging markets undervalued but I have reduced the relative 

allocation from 2% to 1%.  I have also reduced the 1% overweight to Japan and Asia Pacific to 

neutral. The recent strength in the bond markets represents an extreme, all 10 year bond market yields 

are lower than cash and hence tactically I would prefer to be 2% underweight Protection assets and 

2% overweight cash.  I understand that these short term tactical changes are difficult for the Fund to 

implement, but I believe the worsening outlook for growth driven by the increased political 

uncertainty needed to be reflected in my recommendations.  Indeed should the trade negotiations 

between the US and China become more protracted there may be a case for being underweight equity 

and overweight bonds.  I believe the priority for the Fund remains increasing the allocation to Income 

assets, therefore I continue to recommend a neutral allocation. 

Bond Markets 

In table 6, below I have set out my expectations for 3 month LIBOR interest rates and benchmark 10 

year government bond yields, over the next 6 and 12 months.   They are not meant to be accurate 

point forecasts, more an indication of the possible direction of yields from August 2019. 

Table 6: - Interest rate and Bond yield forecasts 

% CURRENT MARCH 2020 SEPTEMBER 2020 

UNITED STATES 

3month LIBOR 2.18 1.75 1.75 

10 year bond yield 1.74 1.75 2.00 

UNITED KINGDOM 

3month LIBOR 0.77 0.75 0.75 

10 year bond yield 0.48 1.0 1.25 

JAPAN 

3month LIBOR -0.10 -0.10 -0.10 

10 year bond yield -0.22 0.10 0.10 

GERMANY 

3month EURIBOR -0.42 -0.25 -0.25 

10 year bond yield -0.58 0.35 0.35 

    
Source: - Bloomberg, Trading Economics; 9th August 2019 
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Since the last Pension and Investment Committee meeting in June, the global economy has slowed 

and second quarter growth has been reported as lower than expected.  Inflation remains benign and 

below the monetary policy target rate of 2%.  Government bond yields are lower than cash rates in 

most of the developed economies.  As can be seen in chart 8 below over 30% of developed 

government bond yields are negative, as table 6 shows German 10 year bond yields are -0.58%.   

  Chart 8: - Negative and low yielding government bonds

 

The change in the markets are the result of the macro-economic and political factors mentioned 

above, the decision by the US Central Bank (Fed) to cut rates in July by 0.25%, the markets 

expectation of 2 further rate cuts in the next 12 months, the increasingly “dovish” comments from all 

central banks and the most recent escalation of the US, China trade negotiations.  As a result I believe 

that the current level of yields represents an over-reaction and I expect yields to increase over the next 

few months, producing negative returns. 

As I said last quarter, I find it difficult to believe that government bond yields can fall below their 

current level (except in the US) over the medium term, nor can I see credit spreads substantially 

narrower.  I therefore expect government bond markets to potentially produce negative returns over 

the balance of the year as the current overvaluation is reversed.  Easier monetary policy is supportive 

of high yield bond markets, so while spreads may not narrow by much, the higher the yield, the higher 

the return.  I continue to believe that while there is scope for volatility generated by economic data 

and the Trump trade negotiations, by the end of the next 12 months I expect bonds yields will have 

drifted higher. 
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Bond Market (Protection Assets) Recommendations 

Over the last few months the world’s major central banks have returned to monetary accommodation, 

this has driven German and Japanese bond yields into negative territory and has pushed 10 year UK 

government bond yields to a new “all time low” of 0.48%.  In my last report I thought government 

yields were already too low, I therefore consider the recent moves to be an over-reaction which will 

be unwound over the coming months.  As suggested in table 6 above I expect global government bond 

yields to rise, I therefore propose remaining underweight government bonds. 

The outlook for investment grade non-government bond markets is equally uncertain.  Spreads have 

narrowed on stronger equity markets and the end of monetary tightening has provided a duration 

benefit.  Should government bond yields rise, so will the yield on investment grade credit so they are 

also likely to deliver a negative return, equally if the economy slows, spreads could widen also 

resulting in negative returns.  Investment grade credit is also vulnerable because of the high leverage, 

low interest cover particularly in the US and falling liquidity in all markets.  The high yield bond 

market doesn’t have the duration risk and ironically compared to history, leverage is lower and 

interest cover higher.  As I mentioned last quarter for now, the higher the yield and the lower the 

duration the better the result will be provided one avoids the risk of default.   

As usual in table 7 below I have updated the data and recalculated my estimates of the total return 

impact of rising yields for government and non-government bond indices based on their yield and 

interest rate sensitivity (Duration) over 3 and 12 months.  The estimates do not take into consideration 

any widening of spread over the holding period. 

Table 7: - Total returns from representative bond indices  

INDEX 
YIELD TO 

MATURITY 

% 

DURATION 

YIELD 

INCREASE 

% 

% TOTAL RETURN, 

HOLDING PERIOD 

    
3  

MONTH 

12 

MONTH 

All Stock Gilts 1.10 11.56 0.5 -5.5 -4.7 

 

UK Corporate Bonds 2.09 8.55 0.5 -3.8 -2.2 

 

Global High Yield 5.66 3.47 0.5 -0.3 +3.9 

      
 

Source: - BofA Merrill Lynch Indices 9th August 2019 

 

Despite my short term reservations about the level of yield expressed above I still believe corporate 

bonds should be held at neutral in the Fund, mainly because I believe the bigger risk is in longer 

duration government bonds especially index linked gilts.  The Fund does not need to pay a negative 

yield for inflation protection.  The Fund should be seeking to protect itself against inflation by buying 

Income/Real assets with cash flows linked to inflation where yields are much higher than Index linked 

gilts.  
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Equity Markets 

Table 8 below, shows the dividend yield, earnings growth and price / earnings ratio forecasts, for 

2019 and 2020 provided by Citi Research. 

Table 8: - Dividend yield, Earnings growth and Price/Earnings Ratios 

COUNTRY 
DIVIDEND 

YIELD 
EARNINGS GROWTH PRICE/EARNINGS RATIO 

FORECAST 

PERIOD 
2019 2019 2020 2019 2020 

      

United Kingdom 4.8 3.4 8.4 12.9 11.9 

 

United States 2.0 4.1 11.6 17.9 16.0 

 

Europe ex UK 3.6 7.8 9.4 14.4 13.2 

 

Japan 2.5 1.4 5.6 12.9 12.2 

 
 
Source: - Citi Research, Global Equity Strategist, May 2019 

 

Earnings growth estimates for 2019 and 2020 have not changed significantly over the quarter with 

2020 remaining optimistic.  While most companies that have already reported beat the advance 

second quarter estimates as they did in the first quarter, this is the second quarter where US earnings 

in particular have declined over the previous year.  Further declines are expected in the third quarter 

and fourth quarter earnings growth is expected to be flat, all of which makes these 2019 forecasts look 

a bit optimistic as well.  

The last few months have seen a slowdown in global growth and a marked increase in political risk.  

The brinkmanship over the US/ China trade negotiations and the extended period of time now needed 

to come to an agreement has caused investment and global trade to fall.  The outlook for industrial 

production is weakening.  Add to this the impact of lower earnings, higher wages and higher 

corporate debt and I find it difficult to see equity markets, especially the US, delivering the high 

returns of recent years and I also expect to see periods of market volatility return.  The rapid response 

of the Fed and other central banks could be enough to prevent a recession but the risks have increased.   

Equity Market (Growth Assets), Recommendations 

I have reduced my suggested allocation to growth assets from 2% overweight to neutral. 

Looking regionally, because of the continued strong performance of the US on an absolute and 

relative basis and the potentially poor future prospects, I believe profits should be taken, but I have 

reduced my underweight from 2% to 1% to reflect the fact that the US still has stronger near term 

growth prospects relative to rest of the developed world.  The weaker outlook for global trade and 

industrial production caused by the poor state of the US, China trade negotiations will potentially 

have a bigger impact on Europe, Japan and Asia pacific.  As a result I believe Europe should be held 
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at neutral and Japan and Asia Pacific reduced from 1% overweight to neutral.  I continue to have long 

term confidence in the growth prospects for the emerging economies.  Now that the Fed is cutting 

interest rates and a further 50bps is priced into market expectations the US dollar is likely to weaken 

which should have a positive impact on emerging markets.  Despite the increased uncertainty 

emerging market equity remains cheap on relative valuation basis hence I recommend building to a 

reduced overweight exposure of +1% instead of +2% funded from the USA.  Progress is being made 

to bring the UK allocation down to neutral versus the new strategic weight but this will take time.   

As the asset allocation to Private Equity remains underweight relative to benchmark, I continue to 

recommend that investments are sought to get the allocation to neutral as opportunities arise.  The 

new allocation to Global Sustainable Equity has yet to be finalised, I suggest a 3% neutral allocation 

should be seen as an initial investment. 

Income Assets 

The allocation to Income Assets has been increased from 18% to 23% mainly funded by a reduction 

in Growth Assets.  I believe this provides the Fund with a more diverse opportunity set going forward.  

Both Infrastructure and Multi-Asset Credit have had their weight increased significantly and because 

of the nature of the investment process it will take time to fill up these allocations therefore I have 

taken the pragmatic view to leave the suggested allocation at neutral.  I know the In-house team are 

working hard on finding suitable investment vehicles and have shown progress over the last few 

months. 

The Property market continues to provide diversified returns for the Fund and the direct property 

manager has outperformed.  I continue to recommend that a neutral overall weight to property be 

maintained and express a preference for being 1% overweight direct, against being 1% underweight 

indirect property.  

The cash balance in the new strategic benchmark is set at 2%, because of the extremely low level of 

Government bond yields cash actually has a higher yield, equally as the risks to growth assets have 

increased I propose that the that cash is held temporarily at +2% overweight.  Should bond yields rise 

from their current extremely low level then this cash could be deployed to the bond market if the 

prospects for the equity markets do not improve. 

The asset allocation set out in table 9 below, shows the new Strategic benchmark allocations for the 

Derbyshire Pension Fund and my recommended relative weights as of 9th May 2019 and the 9th of 

August.  My suggested asset allocation weights are relative to the new classification of assets and 

strategic benchmark ranges.  They represent an ideal objective for the Fund based on my medium to 

long term expectations for economic growth and market performance, but they do not take into 

consideration the difficulty in reallocating between asset classes and the time needed by the In House 

Team and their investment managers to find correctly priced assets for inclusion in the Fund. 
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Table 9: - Recommended asset allocation against the new Strategic Benchmark that came into effect 

on the 1st January 2019. 

% ASSET 

CATEGORY 

DERBYSHIRE 

STRATEGIC 

WEIGHT 1S T  

JANUARY 

2019 

ANTHONY 

FLETCHER 

9 T H  MAY   

2019 

DERBYSHIRE 

STRATEGIC 

WEIGHT 1S T  

JANUARY 

2019 

ANTHONY 

FLETCHER 

9 T H  AUGUST 

 2019 

     

Growth Assets 57 +2 57 0 

     

UK Equity 16 0 16 0 

     

Overseas Equity 41 +2 41 0 

     

North America 12 -2 12 -1 

Europe ex UK 8 0 8 0 

Japan 5 +1 5 0 

Pacific ex Japan 4 +1 4 0 

Emerging markets 5 +2 5 +1 

Global Sustainable 3 0 3 0 

Private Equity 4 0 4 0 

     

Income Assets 23 0 23 0 

Property 9 0 9 0 

Infrastructure 8 0 8 0 

Multi-asset Credit 6 0 6 0 

     

Protection Assets 18 -2.0 18 -2.0 

Conventional Gilts 6 -1.0 6 -1.0 

UK index Linked 6 -2.0 6 -2.0 

US TIPS 0 +1 0 +1 

UK corporate bond 6 0 6 0 

     

Cash 2 0 2 +2 

 

 

 

 

Anthony Fletcher 
Senior Adviser 
 

DD: +44 20 7079 1000 

anthony.fletcher@mjhudson.com 
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