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FOR PUBLICATION 
 

DERBYSHIRE COUNTY COUNCIL  
 

PENSIONS AND INVESTMENTS COMMITTEE 
 

8 September 2021 
 

Report of the Director of Finance & ICT  
 

Investment Report 
 
1. Purpose 
 
1.1 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 external adviser. 

 
2. Information and Analysis 
 
2.1 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 2. 

 
2.2 Asset Allocation and Recommendations Table 
 

The Fund’s latest asset allocation as at 31 July 2021 and the 

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

to the Fund’s new intermediate strategic asset allocation benchmark, are set 

out overleaf. 

 

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

adjusted to reflect the impact of future investment commitments.  These 
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commitments (existing plus any new commitments recommended in this 

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

and total around £380m.  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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Benchmark 

 

Fund 

Allocation 

Fund 

Allocation 

Permitted 

Range 

Benchmark 

Relative 

Recommendation 

 

Recommendation 

(1) 

Adjusted for 

Commitments  

(2) 

Benchmark 

Sterling 

Return 

Benchmark 

Sterling 

Return 

 Old Inter (1) Final (1) 30/4/21 31/7/21 Inter (1) 
AF 

8/9/21 

DPF 

8/9/21 

AF 

8/9/21 

DPF 

8/9/21 

DPF 

8/9/21 

3 Months to  

30/6/21 

3 Months to 

31/7/21 

Growth Assets 57.0% 56.0% 55.0% 56.8% 57.4% +/- 8% - - 56.0% 56.0% 57.2% n/a n/a 

UK Equities 16.0% 14.0% 12.0% 15.2% 15.0% +/- 6% - +0.5% 14.0% 14.5% 14.5% 5.6% 1.8% 

Overseas Equities: 37.0% 38.0% 39.0% 37.9% 38.4% +/- 8% - (0.2%) 38.0% 37.8% 37.8% n/a n/a 

   North America 12.0% 6.0% - 6.3% 6.2% +/- 6% - (0.5%) 6.0% 5.5% 5.5% 8.7% 5.1% 

   Europe 8.0% 4.0% - 4.2% 4.3% +/- 4% - (0.2%) 4.0% 3.8% 3.8% 8.2% 5.5% 

   Japan 5.0% 5.0% 5.0% 4.7% 4.7% +/- 2% - - 5.0% 5.0% 5.0% (0.5%) (0.4%) 

   Pacific ex-Japan 4.0% 2.0% - 2.0% 1.9% +/- 2% - (0.1%) 2.0% 1.9% 1.9% 4.1% (5.4%) 

   Emerging Markets 

   Global Sustainable 

Private Equity 

5.0% 

3.0% 

4.0% 

5.0% 

16.0% 

4.0% 

5.0% 

29.0% 

4.0% 

4.6% 

16.1% 

3.7% 

4.7% 

16.6% 

4.0% 

+/- 2% 

+/- 16% 

+/- 2% 

- 

- 

- 

- 

+0.6% 

(0.3%) 

5.0% 

16.0% 

4.0% 

5.0% 

16.6% 

3.7% 

5.0% 

16.6% 

4.9% 

5.1% 

7.4% 

5.8% 

(4.5%) 

3.7% 

2.0% 

Income Assets 23.0% 24.0% 25.0% 20.1% 20.4% +/- 6% - (2.8%) 24.0% 21.2% 25.5% n/a n/a 

Multi-Asset Credit 6.0% 6.0% 6.0% 6.7% 6.8% +/- 2% - +0.8% 6.0% 6.8% 7.7% 1.3% 1.1%  

Infrastructure 8.0% 9.0% 10.0% 6.0% 6.2% +/- 3% -    (2.0%) 9.0% 7.0% 10.3% 0.5% 0.5% 

Direct Property (4) 5.0% 5.0% 6.0% 4.3% 4.3% +/- 2% - (0.7%) 6.0% 4.3% 4.3% 3.9% 3.9% (3) 

Indirect Property (4) 4.0% 4.0% 3.0% 3.1% 3.1% +/- 2% - (0.9%) 3.0% 3.1% 3.2% 3.9% 3.9% (3) 

Protection Assets 18.0% 18.0% 18.0% 15.9% 16.6% +/- 5% (2.0%) (1.0%) 16.0% 17.0% 17.0% n/a n/a 

Conventional Bonds 6.0% 6.0% 6.0% 4.6% 4.6% +/- 2% (1.0%) (1.0%) 5.0% 5.0% 5.0% 3.6% 4.0%  

Index-Linked Bonds 6.0% 6.0% 6.0% 5.3% 5.6% +/- 2% (1.0%) (0.4%) 5.0% 5.6% 5.6% 1.7% 9.1% 

Corporate Bonds 6.0% 6.0% 6.0% 6.0% 6.4% +/- 2% - +0.4% 6.0% 6.4% 6.4% 2.3% 3.8% 

Cash 2.0% 2.0% 2.0% 7.2% 5.6% 0 – 8% +2.0% +3.8% 4.0% 5.8% 0.3% 0.0% 0.0% 

 
Investment Assets totaled £6,035m at 31 July 2021. 
(1) Intermediate benchmark effective 1 January 2021; Final benchmark effective by 1 January 2022 at the latest.  Recommendations are relative to the Intermediate benchmark 
(2) Adjusted for investment commitments at 31 July 2021, together with commitments placed post period-end. Presumes all commitments funded from cash. 
(3) Benchmark Return for the three months to 30 June 2021. 
(4) The maximum permitted range in respect of Property is +/- 3%.
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The table above shows the old benchmark, together with the intermediate and 
final benchmarks approved by Committee in November 2020. The 
intermediate benchmark came into effect from 1 January 2021, and the final 
Benchmark will become effective by 1 January 2022 at the latest.  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 current benchmark, the Fund as at 31 July 2021, was 

overweight Cash and Growth Assets and underweight in Protection Assets 

and Income Assets. However, if all of the Fund’s commitments were drawn-

down, the cash balance would reduce by 5.3% to 0.3%.  However, in practice 

as these commitments are drawn-down, they will be partly offset by new net 

cash inflows from investment income, distributions from existing investments 

and changes in the wider asset allocation.  

 

2.3 Total Investment Assets 
 

The value of the Fund’s investment assets increased by £151m (+2.6%) 

between 30 April 2021 31 July 2021 to £6.035bn, the first time the Fund has 

exceeded £6.0bn, comprising a non-cash market gain of around £136m and 

cash inflows from dealing with members & investment income of around 

£15m. Over the twelve months to 31 July 2021, the value of the Fund’s 

investment assets has increased by £893m (+17.4%), comprising a non-cash 

market gain of around £777m, an advance contribution of £56m from 

Derbyshire County Council in April 2021 and cash inflows from dealing with 

members & investment income of around £60m. A copy of the Fund’s 

valuation at 31 July 2021 is attached at Appendix 3.  
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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. 
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2.4 Market returns over the last 12 months 
 

 

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

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

months to 15 August 2021. 

 

Over the twelve-month period, Global Equities (as measured by the FTSE All 

World Index in Sterling) returned +25.3%, with the index now more than 18% 

higher than its pre-pandemic level. In US$ terms, the return was even higher 

at +39.8% but sterling returns were lower as sterling strengthened relative to 

the US$ (£1:US$1.31 to £1:US$1.38).  

 

Global Equities have returned 13.7% year to date (YTD)1 (15.3% in US dollar 

terms). The Covid-19 Equity ‘bull-run’ is now into its seventeenth month. 

Coronavirus caseloads and vaccination rates continue to act as the main 

driver of market sentiment. Many of the world’s major economies have made 

significant progress in administering vaccines, particularly in the United 

Kingdom, United States and European Union. Whilst cases generally remain 

elevated due to the emergence of new and more contagious variants, the 

vaccine roll-out programmes appear to have significantly reduced hospital 

admissions and death rates.  

 
1 YTD to 15 August 2021 
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As the pressure on health services has fallen, economic restrictions and 

social distancing measures have been gradually lifted. Regional YTD equity 

returns have been closely correlated to vaccination rates. Those countries 

that have managed to deploy vaccines faster have been able to lift restrictions 

earlier, which has acted as a catalyst for an economic recovery. In the United 

Kingdom, over 77% of adults have now been fully vaccinated, while over 60% 

of adults have also been fully vaccinated in the United States and Europe. 

These regions have unsurprisingly delivered the strongest equity returns so 

far in 2021 (15.3%, 18.0% and 16.4%, respectively, in sterling terms), 

outperforming the FTSE All World’s return of 13.7%. 

 

In contrast, where countries have struggled to source or deploy vaccines, 

which has consequently resulted in restrictions being tightened or 

reintroduced, equity returns have been weaker.  For example, this has been 

the case in both Japan and Emerging Markets, where the sterling YTD 

equivalent return sits at only 1.9% and 0.7%, respectively.  Furthermore, 

Emerging Market returns have been negatively impacted by the introduction 

of a new and stricter regulatory regime in China for much of its economy. 

Chinese Equities represent almost 40% of the Emerging Market index and 

have fallen by 15% in sterling terms YTD. 

 

In the government bond markets, there has been much debate about whether 

rising inflation will be transitory or a long-lasting feature. The Bank of England 

(BoE) has significantly under-estimated the rise of inflation this year, with the 

official rate consistently running ahead of BoE forecasts. For example, the 

BoE forecast in both February 2021 and May 2021, that the annual inflation 

rate would level out at around 2% to 2½% in 2021, before increasing its 

forecast to 4% in its August 2021 Monetary Policy Report. 

 

Consistent with the messaging from both the US Federal Reserve (the FED) 

and European Central Bank (ECB), Andrew Bailey, BoE Governor, believes 

that the rise in inflation will be temporary. The annual inflation rate is expected 

to gradually fall back towards the BoE’s long-term 2% target between 2022 

and 2024. However, given the rapid rise in inflation this year, the BoE has 

noted that “some modest tightening of monetary policy is likely to be 

necessary” over the next two years to keep inflation under control.  

 

UK Conventional and Index-Linked bonds have returned -2.8% and +4.3% 

YTD. There have been two key driving forces in the UK government bond 

market this year. Firstly, government bond yields fell to all-time lows in 2020 
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as Central Banks reduced interest rates and expanded quantitative easing 

programmes (creating excess demand) to stimulate the economy. Many 

investors also rotated into low risk investments because the outlook for the 

pandemic was so uncertain. As a result, UK Conventional and Index-Linked 

bonds achieved strong returns in 2020; +8.3% and +11.0%, respectively.  

However, the development of efficient coronavirus vaccines has significantly 

improved the global economic outlook, increasing investor appetite for risk. 

Demand for government bonds, which act as protection assets, has reduced, 

and some of the strong gains achieved in 2020 have unwound. Secondly, as 

inflation rises, the real return (the nominal rate less the inflation rate) of a 

bond is reduced. As Central Banks have specific inflation targets, the market 

has anticipated that action will be taken to raise short-term interest rates, with 

the intention of reducing the demand for credit and preventing the economy 

from overheating. Higher short-term interest rates typically result in higher 

intermediate and long-term bond yields. 

 

At the beginning of the year, 10-year UK conventional bonds yielded 0.20%. 

By the end of February, this had risen to 0.82%, before peaking at 0.90% in 

May. Although the 10-year yield has subsequently fallen back to 0.57% by 15 

August 2021, bond yields remain elevated across the yield curve relative to 

the beginning of the year. As a bond’s yield and price move in opposite 

directions, this has resulted in a negative YTD return from UK Conventional 

Bonds of -2.8%.  In contrast, UK Index-Linked bonds have returned +4.3% 

YTD, reflecting strong investor demand driven by rising inflation expectations. 

Index-Linked Bonds offer protection against rising inflation by linking coupon 

payments and principal repayment to an inflation index. 

 

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

of July 2021. As shown in the charts below, equity markets have now largely 

recovered most of the March 2020 sell off, albeit this differs by market.  For 

example, the US market is now higher than at any time in the last five years, 

whereas the recovery in the UK market has been much more muted but has 

picked-up over the last six months, and is now back close to the level 

reported immediately before the Covid-19 pandemic.  
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2.5 Longer Term Performance 
 
Figures provided by Portfolio Evaluation Limited show the Fund’s 

performance over 1, 3, 5 and 10 years to 30 June 2021.   

 
Per annum DPF Benchmark Index 

1 year 15.5% 13.8% 

3 years 6.9% 6.3% 

5 years 8.9% 8.1% 

10 years  8.3% 7.9% 

 
The Fund out-performed the benchmark over all time periods.    
 

The IIMT note that the one-year return of 15.5% to 30 June 2021 reflected a 

catch-up following a sharp market sell-off in response to the outbreak of the 

Covid-19 pandemic.  This has been supported by unprecedented levels of 

fiscal and monetary support provided by national governments and central 

banks. The IIMT does not believe that these levels of returns are sustainable 

in the long-term and going forward market returns are likely to be much lower.  

The Fund’s Investment Strategy Statement is based on an assumed average 

market return of 3.6% per annum over the next 20 years.  
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2.6 Category Recommendations 
 

 
Old 

Benchmark 
Intermediate 
Benchmark 

Final  
Benchmark 

Fund 
Allocation 

Permitted 
Range 

Recommendation (1) 
Benchmark Relative 
Recommendation (1) 

    31 Jul-21  AF DPF AF DPF 

Growth Assets 57.0% 56.0% 55.0% 57.4% ± 8% 56.0% 56.0% - - 

Income Assets 23.0% 24.0% 25.0% 20.4% ± 6% 24.0% 21.2% - (2.8%) 

Protection Assets 18.0% 18.0% 18.0% 16.6% ± 5% 16.0% 17.0% (2.0%) (1.0%) 

Cash 2.0% 2.0% 2.0% 5.6% 0 – 8% 4.0% 5.8% +2.0% +3.8% 

(1) Recommendation relative to the Intermediate benchmark effective 1 January 2021 

At an overall level, the Fund was overweight Cash and Growth Assets at 31 July 2021, underweight 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 4 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 to three 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: reduce Growth Assets by 1.4% to 56.0% (neutral), with some small changes to 

the regional composition: UK Equities -0.5%; North American Equities -0.7%; European Equities -0.5%; Japanese Equities +0.3%; Emerging Market Equities +0.3% 

and Private Equity -0.3%; increase Income Assets by 0.8% (Infrastructure +0.8%); increase Protection Assets by 0.4% (conventional bonds +0.4%), 

and increase Cash by 0.2%. The IIMT notes that the recommendations are subject to market conditions, which continue to be 

volatile. The IIMT continues to recommend a defensive cash allocation, reflecting both the general market uncertainty and cash held 

to fund existing commitment drawdowns.  
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2.7 Growth Assets 

At 31 July 2021, the overall Growth Asset weighting was 57.4%, up from 56.8% at 

30 April 2021, reflecting relative market strength. The IIMT recommends reducing 

the weighting to 56.0%; neutral. 

The near-term economic outlook continues to appear supportive of equity markets, 

with growing evidence that vaccines significantly reducing hospitalisation and 

death rates. This is supporting the lifting of economic restrictions and social 

distancing measures, which in turn is driving a strong economic recovery. 

However, Global Equities are trading at all-time highs and valuations are generally 

expensive relative to long term averages. There are also some signs emerging 

that the pace of recovery is starting to slow. For example, US retail sales data has 

weakened relative to its April 2021 peak, and the latest US Consumer Confidence 

survey fell more than 13% (month-on-month) to a pandemic era low and its lowest 

level since 2011.  

Furthermore, the Covid-19 threat has not completely diminished. The Delta variant 

continues to spread globally, and while vaccines appear to offer protection from 

serious side effects, they seem less effective at preventing people from catching 

the virus and transmitting it to others. The longer that the virus is spreading, the 

more likely that additional variants will emerge, the impact of which on 

hospitalisation and death rates is unknow. With equity prices and valuations 

stretched, the IIMT believes it is prudent to take a cautious approach to the Fund’s 

Growth Assets allocation.  

 

 

 
 
Benchmark Return Currency Q3-21(*) Q2-21 YTD (*) 1 Year (**) 3 Year (**) 5 Year (**)

Sterling Returns

FTSE All World GB£ 2.1% 7.4% 13.7% 25.3% 13.3% 14.4%

FTSE UK GB£ 3.8% 5.6% 15.3% 21.9% 2.0% 6.5%

FTSE North America GB£ 3.5% 8.7% 18.0% 27.3% 17.2% 17.0%

FTSE Europe GB£ 4.5% 8.2% 16.4% 22.7% 10.0% 11.9%

FTSE Japan GB£ 1.2% (0.5%) 1.9% 12.0% 5.7% 9.9%

FTSE Asia Pacific Ex-Japan GB£ (5.7%) 4.1% 0.2% 25.9% 10.8% 13.2%

FTSE Emerging Markets GB£ (6.0%) 5.1% 0.7% 24.4% 10.3% 12.0%

Local Currency Returns

FTSE All World US$ 2.4% 7.4% 15.3% 39.8% 15.0% 15.0%

FTSE UK GB£ 3.8% 5.6% 15.3% 21.9% 2.0% 6.5%

FTSE North America US$ 3.8% 8.8% 19.6% 42.3% 19.0% 17.8%

FTSE Europe € 5.4% 7.6% 22.2% 30.2% 11.3% 11.4%

FTSE Japan ¥ 0.5% 0.1% 10.0% 28.8% 7.4% 12.4%

FTSE Asia Pacific Ex-Japan US$ (5.5%) 4.3% 1.6% 40.7% 12.5% 14.0%

FTSE Emerging Markets US$ (5.7%) 5.3% 2.0% 39.2% 12.0% 12.8%

Source: Performance Evaluation Limited & DPF analysis

(*) To 15 Aug-21

(**) To 30 Jun-21  
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The chart on the previous page shows the relative regional equity returns in 

sterling terms over the last twelve months, and the charts opposite show the 

sterling and local currency returns since the last Committee meeting. 

 

Equity markets were generally stable in Q2-21, rising steadily throughout the 

quarter, apart from a week-long sell off in early May as fears mounted that Central 

Banks would be forced into taking early action to contain rising inflation. The sell-

off was short lived, as key monetary policy figures reassured markets that existing 

policy was appropriate for the current conditions (i.e. no early action required) and 

that higher inflation would be transitory. A near record breaking Q1-21 earnings 

season also drove a rotation into growth stocks, after value and pro-cyclical stocks 

had dominated during Q4-20 and Q1-21. The FTSE All-World returned +7.4% in 

Sterling in Q2-21 (7.4% US$), supported by strong returns from North America 

(+8.7%, sterling return) and Europe (+8.2%, sterling return). 

 

In Q3-212 to date, Global Equities have been relatively stable. The FTSE All-World 

posted a modest gains of +2.1% in sterling terms (2.4% in US$). However, there 

has been volatility in the Asia-Pacific region. Whilst Japanese Equities have 

stabilised on improving vaccination rates they have underperformed significantly 

YTD, and a regulatory tightening in China has weighed on the region’s equity 

returns. 

 

 

 

 

 
2 1 July 2021 to 15 August 2021 



  PUBLIC 

 

PHR-1243              12 
 

2.8 United Kingdom Equities 

 

DPF Weightings 

 

Intermediate Neutral 14.0% 

Final Neutral 12.0% 

Actual 31.7.21 15.0% 

AF Recommendation 14.0% 

IIMT Recommendation 14.5% 

  

Benchmark Returns (GB£) 

Q2 21/22 to 15 Aug-21  3.8% 

Q1 21/22 5.6% 

1 Year to Jun-21 21.9% 

3 Years to Jun-21 (pa) 2.0% 

5 Years to Jun-21 (pa)  6.5% 

 

The Fund’s UK Equity allocation reduced from 15.2% at 30 April 2021 to 

15.0% at 31 July 2021 (1.0% overweight) reflecting relative market weakness. 

 

Whilst Mr Fletcher has maintained his overall neutral weighting to Growth 

Assets, Mr Fletcher would be supportive of being underweight US Equities 

and overweight UK Equities on a relative valuation basis. 

 

Mr Fletcher notes that as markets evolve over 2021 and the Fund gets closer 

to the final benchmark,  it may be worth paying attention to ‘events’ that may 

provide opportunities to change the asset allocation in line with the direction 

of travel to the new benchmark. These events could be economic, valuation 

based or the result of sector rotation as the global economy continues to re-

open.    

 

UK Equities have strongly performed YTD; the FTSE All Share has returned 

+15.3% so far this year. The UK’s vaccination programme has been one of 

the most successful in the world, with 89.6% of adults having now received at 

least one vaccine dose and 77.2% being fully vaccinated. The UK 

Government began lifting Covid-19 restrictions in March 2021, with 

restrictions fully lifted in July 2021. The rapid deployment of vaccines and 

easing of restrictions has resulted in economic growth expectations being 

revised upwards. In August 2021, the BoE increased its 2021 GDP 

expectations from 5.0% in May 2021 to 7.3%.   

 

Despite its strong performance this year, the FTSE All Share is the only 

regional equity market that the Fund invests in which has yet to recover to its 
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pre-pandemic level. UK Equities significantly underperformed in 2020, 

reflecting a combination of the Covid-19 pandemic and Brexit uncertainty. 

However, uncertainty surrounding Brexit has now faded, and the economic 

outlook is improving. In terms of valuation, the FTSE All Share appears to 

offer value relative to its global peers. 

 

The IIMT continues to believe that UK Equity valuations are attractive on a 

relative basis and recommends a modest 0.5% overweight allocation of 

14.5%, with a modest tilt towards small and mid-cap stocks. 

 

2.9 North American Equities 
 

DPF Weightings 

 

Intermediate Neutral 6.0% 

Final Neutral - 

Actual 31.7.21 6.2% 

AF Recommendation 6.0% 

IIMT Recommendation 5.5% 

  

Benchmark Returns (GB£) 

Q2 21/22 to 15 Aug-21  3.5% 

Q1 21/22 8.7% 

1 Year to Jun-21 27.3% 

3 Years to Jun-21 (pa) 17.2% 

5 Years to Jun-21 (pa)  17.0% 

 

The Fund’s North American Equity allocation reduced from 6.3% at 30 April 

2021 to 6.2% at 31 July 2021 (0.2% overweight) reflecting an increase in the 

cash balance (classified as Cash) held by the investment manager. 

 

Mr Fletcher recommends a neutral weighting relative to the intermediate 

benchmark across all of the Fund’s regional equity allocations; 6% in respect 

of North American Equities, albeit Mr Fletcher would be supportive of being 

underweight US Equities and overweight UK Equities on a relative valuation 

basis. 

 

US Equities were amongst the best performing regions in 2020, and they 

have continued to perform strongly in 2021. The FTSE North America Index 

has returned +18.0% in sterling terms YTD (19.6% in US$). The US 

vaccination programme appears to have been successful, with over 61% of 

adults fully vaccinated, allowing the US to lift restrictions, driving a strong 

economic recovery. A near record breaking Q1-21 earnings reporting season 

provided strong evidence of a corporate recovery. Furthermore, US Equities 
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appear to have benefitted from actions taken by President Biden. In his first 

100 days in office, President Biden managed to push  a new $1.9 trillion 

stimulus package through the Senate, and more recently a $1 trillion 

infrastructure spending package. These packages are expected to add a 

material uplift to US GDP growth expectations. Notwithstanding these positive 

tailwinds, US equity valuations appear to be stretched relative to both long-

term averages and to other regional peers. 

 

Given the strong performance of US Equities over the last twelve months 

(+27.3% in GB£ and +42.3% in US$), which has resulted in high valuation 

levels, particularly in respect of the dominant IT sector, the IIMT believes that 

an underweight position in US Equities is justified, and recommends a 0.5% 

underweight allocation relative to the new intermediate benchmark of 5.5%.  

 

2.10 European Equities 

 

DPF Weightings 

 

Intermediate Neutral 4.0% 

Final Neutral - 

Actual 31.7.21 4.3% 

AF Recommendation 4.0% 

IIMT Recommendation 3.8% 

  

Benchmark Returns (GB£) 

Q2 21/22 to 15 Aug-21  4.5% 

Q1 21/22 8.2% 

1 Year to Jun-21 22.7% 

3 Years to Jun-21 (pa) 10.0% 

5 Years to Jun-21 (pa)  11.9% 

 

The Fund’s European Equity weight increased by 0.1% to 4.3% at 31 July 

2021, reflecting relative market strength. 

 

Mr Fletcher recommends a neutral weighting relative to the intermediate 

benchmark across all of the Fund’s regional equity allocations; 4% in respect 

of European Equities. 

 

European Equities struggled to keep pace with the FTSE All World throughout 

Q1-21, as the region’s vaccination programme was adversely impacted by 

manufacturing and supply issues. However, the vaccination programme has 

since picked up pace and the regions vaccination rate is now broadly in line 

with that reported by the United States. As a result, European Equities have 
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recovered, performing strongly across Q2-21 and Q3-21 (QTD), to be the 

second-best performing region YTD (16.4% in sterling terms, 22.2% in €). 

European companies have also been reporting strong earnings growth, and 

the ECB has recently revised 2021 GDP growth forecasts up to 4.6%, from 

4.0% in March 2021. 

 

The IIMT recommends that given the strong YTD performance of European 

Equities that the Fund’s allocation to the asset class is reduced by 0.5% to 

3.8% (0.2% underweight) to ‘lock-in’ some of the YTD profit.  

 

2.11 Japanese Equities  
 

DPF Weightings 

 

Intermediate Neutral 5.0% 

Final Neutral 5.0% 

Actual 31.7.21 4.7% 

AF Recommendation 5.0% 

IIMT Recommendation 5.0% 

  

Benchmark Returns (GB£) 

Q2 21/22 to 15 Aug-21  1.2% 

Q1 21/22 (0.5%) 

1 Year to Jun-21 12.0% 

3 Years to Jun-21 (pa) 5.7% 

5 Years to Jun-21 (pa)  9.9% 

 

Net investment of £10m was offset by relative market weakness and the 

Fund’s allocation to Japanese Equities remained flat at 4.7%.  

 

Mr Fletcher recommends a neutral weighting relative to the intermediate 

benchmark across all of the Fund’s regional equity allocations; 5% in respect 

of Japanese Equities. 

 

Japanese Equities have under-performed the FTSE All World YTD (1.9% vs. 

13.7% in sterling terms), reflecting general market weakness and a weaker 

Japanese Yen (JP¥). Since the start of 2021, the JP¥ has fall by 10.5% 

relative to the sterling. 

 

Whilst Japan initially successfully contained the spread of Covid-19 (despite 

its high population density), it has struggled to roll-out its vaccination 

programme. By the end of May 2021, Japan had only managed to vaccinate 

10% its population.  As a result, the Japanese government has been forced 
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into announcing an ongoing state of emergency to control rising caseloads.  

However, since May 2021, the roll-out of the vaccination programme has 

picked-up pace, and over one million doses are now being administered 

every day. Fifty percent of adults have now received at least one dose and 

thirty nine percent are now fully vaccinated.  

 

The IIMT believes that Japanese Equities have been oversold YTD and the 

pick-up in the speed of the vaccination programme should support a recovery 

in the equity market (i.e. similar to that recently experienced in Europe). As a 

result, the IIMT recommends that the Fund’s allocation to Japanese Equities 

should be increased from 4.7% to a neutral allocation of 5.0%. 

 

2.12 Asia Pacific Ex-Japan and Emerging Market Equities 

 

DPF Weightings Asia-Pac EM 

 

Intermediate Neutral  2.0% 5.0% 

Final Neutral  - 5.0% 

Actual 31.7.21  1.9% 4.7% 

AF Recommendation  2.0% 5.0% 

IIMT Recommendation  1.9% 5.0% 

    

Benchmark Returns 
(GB£) 

Asia-Pac EM 

Q2 21/22 to 15 Aug-21   (5.7%) (6.0%) 

Q1 21/22  4.1% 5.1% 

1 Year to Jun-21  25.9% 24.4% 

3 Years to Jun-21 (pa)  10.8% 10.3% 

5 Years to Jun-21 (pa)   13.2% 12.0% 

 

Relative market weakness across the three months to 31 July 2021, reduced 

the Fund’s allocation to Asia Pacific Ex-Japan Equities from 2.0% at 30 April 

2021 to 1.9% at 31 July 2021 (0.1% underweight), whereas the Fund’s 

allocation to Emerging Market Equities increased from 4.6% to 4.7% over the 

comparable period (0.3% underweight), reflecting net investment of £23m, 

partly offset by market weakness.  

 

Over the three months to 31 July 2021, the Fund transitioned around £200m 

of the legacy Emerging Market Equity portfolio into LGPS Central Limited’s 

Emerging Market Equity sub-fund.   

 

Mr Fletcher recommends a neutral weighting relative to the intermediate 

benchmark across all of the Fund’s regional equity allocations; 2% in the case 

of Asia Pacific Ex-Japan and 5% in Emerging Market Equities. 
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The IIMT continues to believe in the long-term growth potential of these 

regions, noting that these regions have accounted for well over half of global 

growth over the last ten years. Several factors have, however, driven the 

region’s YTD underperformance: 

  

1. The recovery from the pandemic has been uneven in Emerging Markets, 

largely due to a lack of access to vaccines;  

2. Chinese and Asia-Pacific Ex-Japanese Equities were the strongest 

performers in 2020, returning 25.9% and 19.9% respectively, versus a 

return of 13.3% for the FTSE All World and 15.8% for FTSE North 

America. There has been general profit taking from these regions, with the 

proceeds recycled into western developed market equities, whose 

economies have been expected to perform strongly in this year’s recovery, 

supported by successful vaccination campaigns; and  

3. Regulatory intervention by the Chinese government across a number of 

sectors has weighed on Chinese Equities.  

 

The recovery from the pandemic is likely to take longer in Emerging Markets, 

and the situation developing in China needs to be assessed for its potential 

long-term impact on equity performance in the region. As a result, the IIMT 

recommends neutral allocations relative to the new intermediate benchmark 

in respect of both Asia Pacific Ex-Japan Equities (2.0%) and Emerging 

Market Equities (5.0%). 

 

2.13 Global Sustainable Equities 

 

DPF Weightings 

 

Intermediate Neutral 16.0% 

Final Neutral 29.0% 

Actual 31.7.21 16.6% 

AF Recommendation 16.0% 

IIMT Recommendation 16.6% 

  

Benchmark Returns (GB£) 

Q2 21/22 to 15 Aug-21  2.1% 

Q1 21/22 7.4% 

1 Year to Jun-21 25.3% 

3 Years to Jun-21 (pa) 13.3% 

5 Years to Jun-21 (pa)  14.4% 
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Relative market strength increased the Fund’s allocation to Global 

Sustainable Equites from 16.1% at 30 April 2021 to 16.6% at 31 July 2021. 

 

Mr Fletcher recommends a neutral weighting relative to the intermediate 

benchmark across all of the Fund’s regional equity allocations; 16% in respect 

of Global Sustainable Equities. 

 

The IIMT remains confident about the long-term investment case for the 

Fund’s allocation to Global Sustainable Equities, which typically favour growth 

stocks relative to value stocks.  A growth stock relates to a company that is 

forecast to growth at a rate significantly above the average growth rate for the 

market (e.g. high growth information technology stocks), whereas a value 

stock relates to a company that appears to trade at a lower price relative to its 

fundamentals (e.g. pro-cyclical stocks such as industrials). The chart below 

shows that growth stocks have significantly out-performed value stocks over 

the last three years, particularly since the start of the Covid-19 pandemic, as 

investors favoured quality growth stocks over pro-cyclical stocks, in part 

supported by low forward interest rate expectations.   

 

Value stocks enjoyed a rally in Q1-21 (outperforming growth stocks by 7.2% 

in sterling terms), as economic activity increased and forward interest rate 

expectations picked-up. However, this largely reversed in Q2-21, as fears 

over the Delta variant and falling bond yields supported growth stocks relative 

to value stocks. 
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Value stocks typically out-perform at the start of an economic cycle (as 

investors position portfolios for the uptick in economic activity) but the period 

of out-performance tends to be relatively short-lived (generally less than 

twelve months), and investors start to rotate back into growth stocks.  Whilst 

the IIMT believes that equity markets may experience a further value rally in 

the next six to twelve months (which potentially will have an adverse short-

term performance impact), the IIMT remains confident that the Fund’s 

allocation to Global Sustainable Equities will out-perform over the long-term. 

The IIMT recommends maintaining the current overweight position of 16.6% 

in Global Sustainable Equities in anticipation of the move towards the 29.0% 

allocation included the Fund’s Final Benchmark by the end of 2021. 

2.14 Private Equity 

DPF Weighting 

Intermediate 
Netural  

Final Neutral Actual 31.7.21 
Committed 

31.7.21 
AF Recommendation IIMT Recommendation 

4.0% 4.0% 4.0% 4.9% 4.0% 3.7% 

      

Benchmark Returns (GB£) 

Q2 21/22 to 15 
Aug-21 

Q1 21/22 
1 Year to  
Jun-21 

3 Years to  
Jun-21 (pa) 

5 Years to  
Jun-21 (pa) 

 

4.0% 5.8% 22.9% 3.0% 7.5%  

 

The Private Equity weighting increased from 3.7% at 30 April 2021 to a 

neutral weighting of 4.0% at 31 July 2021 reflecting relative market strength; 

4.9% on a committed basis. 

 

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

 

The IIMT notes that the Fund is overweight to Private Equity on a committed 

basis and is not reviewing further opportunities at this stage. The IIMT 

believes that the Fund’s outstanding private equity commitments of around 

£75m are well positioned to benefit from any market opportunities resulting 

from the recovery from the coronavirus outbreak with a strong focus on small 

and mid-cap deals.  

 

The Fund’s listed private equity investments (around 40% of the total private 

equity portfolio) have performed strongly over the last 12 months, and the 

IIMT recommends that the Fund ‘locks-in’ some of these profits, and reduces 

the overall Private Equity allocation by 0.3% to 3.7% (0.3% underweight). 
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2.15 Income Assets 

 

At 31 July 2021, the overall weighting in Income Assets was 20.4%, 0.3% 

higher than that reported at 30 April 2021, reflecting net investment of £34m, 

partly offset by relative market weakness.  The IIMT recommendations below 

would take the overall Income Asset weighting to 21.2%, and the committed 

weighting to 25.5%. 

 

2.16 Multi Asset Credit 

 

DPF Weighting 

Intermediate Neutral  Final Neutral Actual 31.7.21 AF Recommendation IIMT Recommendation 

6.0% 6.0% 6.8% 6.0% 6.8% 

     

Benchmark Returns (GB£) 

Q2 21/22 to  
15 Aug-21 

Q1 21/22 
1 Year to  
Jun-21 

3 Years to  
Jun-21 (pa) 

5 Years to  
Jun-21 (pa) 

0.1% 1.3% 9.0% 4.1% 3.8% 

 

The Fund’s allocation to Multi-Asset Credit increased from 6.7% at 30 April 

2021 to 6.8% (0.8% overweight), reflecting net investment of £12m, partly 

offset by relative market weakness. 

 

Mr Fletcher notes that the spread available from high yield bonds and loans, 

and emerging market debt, widened slightly in July 2021 as government 

bonds outperformed.  However, Mr Fletcher further notes that overall spreads 

have narrowed significantly over the last twelve months.  Whilst there are still 

opportunities in certain sectors of credit markets, Mr Fletcher believes that the 

asset class is not as attractive as it was before and recommends maintaining 

a neutral weighting for the time being.  

  

The IIMT continues to be positive about the long-term attractions of the asset 

class and favours a strong bias towards defensive forms of credit (e.g. senior 

secured debt and asset backed securities).  The IIMT recommends 

maintaining the current allocation of 6.8% (0.8% overweight); 7.7% on a 

committed basis.  Whilst this implies that the Fund is 1.7% over-committed to 

the asset class, the draw-down of these commitments will take several years, 

and as these commitments are drawn-down, they will be partly offset by 

distributions/realisations from existing investments. 
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2.17 Property 

 

DPF Weighting 

Intermediate Neutral Final Neutral Actual 31.7.21 AF Recommendation IIMT Recommendation 

9.0% 9.0% 7.4% 9.0% 7.4% 

     

Benchmark Returns (GB£) 

Q2 21/22 to  
15 Aug-21 

Q1 21/22 
1 Year to  
Jun-21 

3 Years to  
Jun-21 (pa) 

5 Years to  
Jun-21 (pa) 

Not Available 3.9% 9.1% 3.1% 4.7% 

 

The Fund’s allocation to Property remained flat at 7.4% at 31 July 2021. 

Direct Property accounted for 4.3% (1.7% underweight against the Final 

benchmark) and Indirect Property accounted for 3.1% (0.1% overweight 

against the Final benchmark).  The committed weight was 7.5% at 31 July 

2021.  

 

Mr Fletcher recommends that the property allocation remains neutral overall, 

but notes that the uncertainty around property right now and Covid-19 has 

accelerated the changes that were already being seen in the retail sector and 

now the office sector has also come under pressure.  Mr Fletcher believes 

that uncertainty over the future use of buildings created by the energy 

transition and Covid-19 will increase the potential volatility of returns from this 

asset class. In terms of sectors, Mr Fletcher expects the residential and 

industrial sectors to be most resilient. As a long-term investor, Mr Fletcher 

believes that the Fund can afford to ‘look through’ the volatility and in a low 

yield environment, property probably remains an attractive income asset 

class.  

 

The Fund’s Direct Property Manager notes that the UK economy continues to 

recover as the vaccine roll-out reduces Covid-19 case numbers and 

hospitalisations.  The manager notes that returns from commercial property 

are on an improving trend and benchmark returns in the quarter 30 June 2021 

totalled 3.9%. The current void rate is 8.8% (+0.8% relative to the 

benchmark), up from 3.3% in the previous quarter. The increase reflects the 

vacation of the main tenant from a London office property.  The property is 

currently being refurbished and the manager is confident that once the 

refurbishment is complete, the property should be readily relet.  Forward 

investment focus is on industrial; retail warehouse; and alternatives. 

 

The IIMT recommends that in the short term the Fund’s current allocations to 

Direct Property (4.3%; 1.7% underweight) and Indirect Property (3.1%; 0.1% 
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overweight) are maintained but liquidity of up to £75m is made available to 

the Direct Property manager to make further investments at the right time 

should suitable investment opportunities be identified.  

 

2.18 Infrastructure 

 

DPF Weighting 

Intermedidate 
Neutral 

Final            
Neutral 

Actual 
31.7.21 

Committed 
31.7.21 

AF Recommendation IIMT Recommendation 

9.0% 10.0% 6.2% 10.3% 9.0% 7.0% 

      

Benchmark Returns (GB£) 

Q2 21/22 to  
15 Aug-21 

Q1 21/22 
1 Year to  
Jun-21 

3 Years to  
Jun-21 (pa) 

5 Years to  
Jun-21 (pa) 

 

0.3% 0.5% 2.1% 2.5% 2.5%  

 

The Fund’s allocation to Infrastructure increased from 6.0% at 30 April 2021 

to 6.2% at 31 July 2021 reflecting net investment of £21m, partly offset by 

relative market weakness. 

 

Mr Fletcher recommends a neutral weighting relative to the intermediate 

benchmark of 9% allocation, although Mr Fletcher acknowledges that 

because of the nature of the infrastructure investment process, it takes time to 

deploy capital to the asset class. 

 

The IIMT continues to view Infrastructure as an attractive long-term asset 

class and favours a bias towards core infrastructure assets or renewable 

energy assets. These assets can offer low volatility; low correlation to equity 

and fixed income; and reliable long-term cash flows.  Notwithstanding the 

noted favourable long-term characteristics of the asset class, the IIMT 

continues to believe that infrastructure assets are exposed to increased 

political and regulatory risk, and this risk is managed through asset type and 

geographical diversification.  It should also be noted that the current market 

valuation of some infrastructure assets, particularly renewable infrastructure 

assets, are becoming increasingly stretched driven by strong investor 

demand. 

 

The IIMT recommends that the invested weighting is increased by 0.8% to 

7.0% in the next quarter; 10.3% on a committed basis. Whilst this implies that 

the Fund is slightly over-committed to the asset class, the draw-down of these 

commitments will take up to five years, and as these commitments are drawn-

down, they will be partly offset by distributions from existing infrastructure 

investments.
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2.19 Protection Assets 

 
 

 

The weighting in Protection Assets at 31 July 2021 was 16.6%, 0.7% higher than that reported at 30 April 2021 reflecting net 

investment of £23m, together with relative market strength. The IIMT recommendations below increase the weighting to 17.0%.  

UK Government bond yields have fallen since the last Committee meeting (i.e. higher prices) reflecting strong issuance demand  

and fears over the spread of the Delta variant. UK Government bond yields remain low compared to historic levels, consistent with 

expectations for a prolonged period of near zero policy rates, albeit increasing inflationary concerns increases the risk that Central 

Banks, in particular the US FED, may be forced to tighten monetary conditions sooner than expected. 
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2.20 Conventional Bonds 
 

DPF Weightings 

 

Intermediate Neutral 6.0% 

Final Neutral 6.0% 

Actual 31.7.21 4.6% 

AF Recommendation 5.0% 

IIMT Recommendation 5.0% 

  

Benchmark Returns (GB£) 

Q2 21/22 to 15 Aug-21  3.0% 

Q1 21/22 1.7% 

1 Year to Jun-21 (6.2%) 

3 Years to Jun-21 (pa) 3.0% 

5 Years to Jun-21 (pa)  2.0% 

 
The Fund’s allocation to Conventional Bonds remained flat at 4.6% between 

30 April 2021 and 31 July 2021; 1.4% underweight. 

 

Mr Fletcher has maintained his recommended allocation to Conventional 

Bonds at 5% (1% underweight), with the 1% being allocated to an increase in 

the Cash weighting. Mr Fletcher believes that government bond yields have 

further to rise (i.e. lowering prices), particularly following the reduction in yields 

from their March 2021 high, leading to the possibility of negative returns from 

the asset class. Whilst Mr Fletcher recognises the benefit of holding 

government bonds as protection against an equity market sell-off, he believes 

that at their current low level of yield, these bonds provide neither income or 

the level of protection as they have in the past. 

 

The IIMT continues to believe that whilst conventional sovereign bonds do not 

appear to offer good value at current levels with yields around historic lows,  

they are diversifying assets and continue to afford greater protection than 

other asset classes in periods of market uncertainty as evidenced during the 

Covid-19 pandemic. Furthermore, with Global Equities trading at all-time 

highs, Growth Assets look potentially vulnerable to a correction, especially 

with the uncertainty surrounding the Delta variant. The recent increase in YTD 

bond yields has also increased the attractiveness of conventional bonds, and 

the IIMT recommends that the weighting in conventional bonds is increased to 

5.0%, 1.0% underweight. 
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2.21 Index-Linked Bonds 

 

DPF Weightings 

 

Intermediate Neutral 6.0% 

Final Neutral 6.0% 

Actual 31.7.21 5.6% 

AF Recommendation 5.0% 

IIMT Recommendation 5.6% 

  

Benchmark Returns (GB£) 

Q2 21/22 to 15 Aug-21  7.5% 

Q1 21/22 3.6% 

1 Year to Jun-21 (4.0%) 

3 Years to Jun-21 (pa) 4.9% 

5 Years to Jun-21 (pa)  4.6% 

 
The Fund’s allocation to Index-Linked Bonds increased from 5.3% at 30 April 

2021 to 5.6% at 31 July 2021 (0.4% underweight), reflecting relative market 

strength. The Fund’s allocation at 31 July 2021 comprised 80% UK Index-

Linked Bonds (UK Linkers) and 20% US Treasury Inflation Protected Bonds 

(US TIPS). 

 

Mr Fletcher has maintained his recommended allocation to UK Linkers at 5% 

(1% underweight), with the 1% being allocated to an increase in the Cash 

weighting. Mr Fletcher continues to believe that UK Linkers are over-valued 

and long-term investors should look elsewhere for inflation protection.  Mr 

Fletcher also notes that US TIPS are no longer cheap relative to US inflation 

expectations, and the Fund should take ‘profits’ on these bonds.  

 

Markets have become increasingly concerned about higher inflation over the 

last few months’ driven by the ‘post Covid-19’ economic recovery; high-

savings rates (which could reverse and lead to a spending surge), and US 

policy stimulus. However, it is unclear whether this will be a short-term 

increase or lead to longer term inflation pressures. The IIMT believes that the 

potential for higher inflation, either in the short or longer term, supports the 

Fund’s current Index-Linked bonds allocation, and therefore recommends that 

the weighting is maintained at 5.6%.  The IIMT also recommends maintaining 

the Fund’s current exposure to US TIPS, noting that these offer diversification 

and protection against rising US inflation expectations. 
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2.22 Corporate Bonds 

 

DPF Weightings 

 

Intermediate Neutral 6.0% 

Final Neutral 6.0% 

Actual 31.7.21 6.4% 

AF Recommendation 6.0% 

IIMT Recommendation 6.4% 

  

Benchmark Returns (GB£) 

Q2 21/22 to 15 Aug-21  1.4% 

Q1 21/22 2.3% 

1 Year to Jun-21  2.9%  

3 Years to Jun-21 (pa) (1) n/a  

5 Years to Jun-21 (pa) (1) n/a  

(1) Benchmark returns for the LGPS Central Limited Investment Grade Bonds Sub-Fund only available since the launch of the 

product in February 2020  

 

Net investment of £23m in May 2021 increased the Fund’s allocation to Global 

Investment Grade bonds from 6.0% at 30 April 2021 to 6.4% at 31 July 2021; 

0.4% overweight.   

 

Mr Fletcher notes that in light of low level of yield spread relative to 

government bonds, he recommends that the Fund maintains a neutral 

allocation of 6% to Corporate Bonds (i.e. investment grade bonds). Mr 

Fletcher believes that should government yields rise, corporate bond yields 

are likely to rise at roughly the same pace, which could lead to negative 

returns. 

 

The IIMT notes that investment grade bond spreads are low and have 

narrowed significantly since spiking in March 2020. Furthermore, it is unclear 

whether the current level of yield spread compared to government bonds is 

sufficient to compensate for the increased default, particularly when the shape 

of the recovery is unknown, and the recovery cannot easily be benchmarked 

to previous trends. However, investment grade bonds are likely to be more 

defensively positioned relative to Growth Assets, should markets experience 

any further weakness.  As a result, the IIMT recommends maintaining the 

current 0.4% overweight allocation of 6.4% to the asset class. 
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2.23 Cash 

 

The Cash weighting at 31 July 2021 was 5.6% (3.6% overweight relative to 

the intermediate benchmark), down from 7.2% at 31 July 2021, reflecting 

cumulative net investment of around £77m over the three months to 31 July 

2021. 

 

Mr Fletcher has maintained his 4% weighting in Cash (2% overweight) funded 

from underweight positions in Conventional Bonds (1%) and Index-Linked 

Bonds (1%), reflecting the extremely low yield and high duration risk currently 

attached to those asset classes.  Mr Fletcher notes that given the current 

valuation of all investment markets, together with the Fund’s upcoming 

contractual commitments, he is not in a hurry to reduce the cash allocation. 

 

The IIMT notes that whilst global markets have recovered strongly following 

the sharp sell-off in Q1-20, the recovery has been heavily dependent on 

substantial and unprecedented central bank monetary support and national 

government fiscal support. Any change of tone from the central banks is likely 

to have a material effect on markets. Furthermore, whilst the roll-out of 

vaccines appears to be progressing well, particularly in developed markets, 

the speed of rollout is uneven, and a number of countries continue to face 

rising new cases, and the impact of new variants remains a sizeable risk. The 

recovery from the Covid-19 pandemic is likely to be uneven, and markets 

appear to be ignoring significant headwinds including considerable uncertainty 

about the shape of the economic recovery; uncertainty about how long it will 

take for economic activity to return to pre-outbreak levels; continuing high 

levels of coronavirus cases in some countries (including the risk of new 

variants); rising inflationary pressures; rising geopolitical uncertainty; and the 

potential uncertainty caused by the new Biden administration in the US.   

 

The IIMT recommends a defensive cash allocation of 5.8% (3.8% overweight 

relative to the benchmark) due to the uncertain economic outlook, and the 

current rich valuations across most asset classes. This will also ensure that 

the Fund has sufficient operational headroom after adjusting for term-loan 

maturities (i.e. short-term loans provided by the Fund to other public sector 

bodies) to cover upcoming investment commitment drawdowns (expected to 

be in excess of £180m over the course of 2021-22), and to cover the 

likelihood that cash inflows into the Fund, particularly, from investment 

income, will reduce as a result of the Covid-19 pandemic. 
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3 Implications 
 
3.1 Appendix 1 sets out the relevant implications considered in the 

preparation of the report. 
 
4 Background Papers 
 
4.1 Papers held in the Investment Section. 
 
5 Appendices 
 
5.1 Appendix 1 – Implications. 
5.2 Appendix 2 – Report of independent external adviser. 
5.2 Appendix 3 – Portfolio Valuation Report at 31 July 2021. 
 
6 Recommendation(s) 
 
That Committee:  
 
a) note the report of the independent external advisor, Mr Fletcher. 
b) note the asset allocations, total assets and long-term performance 

analysis set out in the report. 
c) approve the IIMT outlined in the report. 
 
7 Reasons for Recommendation(s) 
 
7.1 Both Mr Fletcher’s report and the analysis set out in this report in 
respect of asset allocation, total assets and long-term performance provide an 
overview of the Fund’s investment strategy and performance track-record on 
which to assess the asset allocation positioning for the Fund for the upcoming 
quarter. 
 
7.2  The rationale for each of the IIMT asset allocation recommendations 
included in this report is set out in Section 2.  
 
 
Report Author: Peter Handford  

Director of Finance & ICT    
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Appendix 1 
 
 
Implications 
 
Financial  
 
1.1 None 
 
Legal 
 
2.1 None 
 
Human Resources 
 
3.1 None 
 
Information Technology 
 
4.1 None 
 
Equalities Impact 
 
5.1 None 
 
Corporate objectives and priorities for change 
 
6.1 None 
 
Other (for example, Health and Safety, Environmental Sustainability, 
Property and Asset Management, Risk Management and Safeguarding) 
 
7.1 None 
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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. 

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. To the extent this report 

contains advice it is intended as strategic advice to inform the investment strategy statement rather 

than investment advice. 

Meeting date 8th September 2021 

Date of paper 16th August 2021 
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1. Market Background (Second quarter 2021) 

The strong global economic recovery continued in the second quarter as economies continued to re-

open from the extended restrictions imposed to combat the spread of the more infectious covid Delta 

variant.  Equity markets delivered strong returns with the exception of Japan where the roll-out of the 

vaccination programme has been slow.  In general investors chose to look through the covid news and 

focus on the rapid return of consumers in person rather than at home on-line. 

After a significant increase in bond yields in the first quarter driven by expectations of strong growth 

and higher inflation, both of which were recorded in the second quarter, bond yields unexpectedly 

fell.  As well as producing positive returns from government bonds, the fall had a very positive impact 

on the performance of “growth” stocks, which recovered strongly from their underperformance 

relative to “value” stocks since November 2020.  Investment grade and high yield non-government 

bonds also delivered positive returns. 

Chart 1: - Annualised rates of quarter on quarter GDP growth. 

 

Although rather exaggerated because these are the quarterly rates of GDP growth annualised, chart 1 

above shows how strong GDP has been in the second quarter after the collapse seen in the same 

quarter last year.  While this looks very good it is unlikely to be repeated in the coming quarters as 

can be seen by the fall in Chinese GDP to June.  It also hides the fact that the UK, European and 

Japanese economies are still smaller than they were in February 2020.  

As economies have reopened, and service industries look to hire, strains have emerged in many labour 

markets. Though unemployment rates remain elevated, estimated to be 6.6% for the OECD as a 

whole.  Employers have reported difficulty in filling vacancies. Potential reasons range from a lack of 

workers, ongoing covid relief, childcare difficulties created by at-home schooling and workers either 

changing industry or re-assessing their “work / life” balance.  These hiring difficulties are partly 

responsible for the higher inflation experienced in the second quarter.  But again, like the GDP data 

these higher inflation reports are likely to be transitory. 

 



  

 

4 

 

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 2021 and the 3 and 12 months to the end of 

June 2021. 

% TOTAL RETURN DIVIDENDS REINVESTED 

 
MARKET RETURNS 

 

  Period end 30th June 2021 

 

 July 2021 

 

3 months 12 months 

Global equity ACWI^ 0.0 7.3 24.6 

    

Regional indices    

UK All Share 0.5 5.6 21.5 

North America 1.5 9.0 27.3 

Europe ex UK 1.6 8.0 23.0 

Japan -1.9 0.0 12.0 

Pacific Basin -3.2 4.0 25.9 

Emerging Equity Markets -7.2 5.1 24.5 

    

UK Gilts - Conventional All Stocks 2.8 1.8 -6.5 

UK Gilts - Index Linked All Stocks 6.3 3.6 -4.0 

UK Corporate bonds* 1.6 2.0 2.7 

Overseas Bonds** 1.5 1.0 0.0 

    

UK Property quarterly^ - 3.9 9.1 

Sterling 7 day LIBOR 0.0 0.0 0.0 

    
 

^ MSCI indices * ICE £ Corporate Bond; **Citigroup WGBI ex UK hedged 

 

Chart 1: - UK bond and equity market returns - 12 months to 30th June 2021

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 

2021 

30th June 

2021 

Quarterly 

Change 

% 

30th June 

2020 

Current 13th 

August 2021 

UK GOVERNMENT BONDS (GILTS) 

 
10 year 0.85 0.72 -0.13 0.17 0.58 

30 year 1.40 1.24 -0.16 0.64 0.96 

All Stocks ILG -2.04 -2.37 -0.33 -2.49 -2.67 

OVERSEAS 10 YEAR GOVERNMENT BONDS 

US Treasury 1.75 1.49 -0.26 0.65 1.28 

Germany -0.29 -0.20 -0.09 -0.45 -0.46 

Japan 0.10 0.05 -0.05 0.03 0.02 

NON-GOVERNMENT BOND INDICES 

Global corporates 1.75 1.59 -0.16 1.87 1.51 

Global High yield 4.41 4.09 -0.32 6.61 4.26 

Emerging markets 3.80 3.56 -0.24 4.38 3.55 

 

Source: - Bloomberg, Trading economics and ICE Indices G0LI, G0BC, HW00, EMGB, 13th August 2021.  

 

Chart 2: - UK Bond index returns, 12 months to 30th June 2021.

 

Source: - Bloomberg 
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Chart 3: - Overseas equity markets returns in Sterling terms, 12 months to 30th June 2021.

Source: - Bloomberg 

Recent developments (July and early August 2021)  

While it “felt” as though economies continued to be strong in July, there was “sense” in the markets 

that a lot of the good news, the easier part of the recovery was now fully priced.  As a result, 

developed equity markets drifted sideways.  Now that the preliminary data on the economy for July is 

coming through it looks a bit weaker.  Chinese industrial production and retail sales, US and UK retail 

sales, and UK inflation were all lower than expected, and it looks as though the momentum of growth 

may be beginning to slow. 

In Japan the success of the Olympics against the incredibly difficult covid landscape for the athletes 

and the country should be a reason for celebration and a boost for the confidence of Japan, which has 

struggled to get to grips with covid and the widespread vaccination of its population. 

The other recent developments of note in my opinion are the growing interference of the Chinese 

Communist Party in the functioning of equity markets in China and the geopolitical implications of 

the rapid take-over of Afghanistan by the Taliban and the resultant humiliation of the US and NATO. 
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2. Investment Performance 

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

for the 1st quarter and year to 30th June 2021.  Over 12 months all the broad asset class categories and 

all of Derbyshire’s selected asset managers outperformed their respective benchmarks.   

Over 10 years the Fund has achieved a total return of 8.3% per annum, net of fees. 

Table 3: - Derbyshire Pension Fund and Benchmark returns 

% TOTAL RETURN (NET) 

30 T H  JUNE 2021 3 MONTHS 12 MONTHS 

 Derbyshire 

Pension Fund Benchmark 

Derbyshire 

Pension Fund Benchmark 

     

Total Growth Assets 7.1 6.0 25.7 23.1 

     

UK Equity 5.9 5.6 24.9 21.5 

Total Overseas Equity 6.9 6.2 24.4 23.8 

North America 8.3 8.7 28.1 27.3 

Europe 8.1 8.2 22.7 22.7 

Japan -0.1 -0.5 13.8 12.0 

Pacific Basin 2.7 4.1 27.4 25.9 

Emerging markets 6.2 5.1 24.7 24.4 

Global Sustainable Equity 9.1 7.4 36.4 25.3 

Global Private Equity 13.6 5.8 43.9 22.5 

     

Total Protection Assets 2.5 2.5 -0.4 -2.4 

     

UK & Overseas Government 1.5 1.7 -4.2 -6.2 

UK & Overseas Inflation Linked 3.6 3.6 -1.3 -4.9 

Global Corporate bonds 2.3 2.3 3.6 2.9 

     

Total Income Assets 2.7 2.0 7.4 6.5 

     

Multi-asset Credit 2.0 1.3 10.4 9.0 

Infrastructure 1.2 0.5 2.4 2.1 

Property (all sectors) 4.8 3.9 9.5 9.1 

     

Internal Cash 0.0 0.0 0.2 0.0 

     

Total Fund 5.0 4.3 15.5 13.8 
 

Total fund value on 30th June 2021 £6,001 million 

 

Equity markets delivered stronger returns in the second quarter as economies continue to re-open, 

bond markets also delivered positive returns as central banks confirmed they had no intentions to raise 

interest rates and at the margin growth and inflation data was not as strong as expected.  The “value” 

rally that had been a feature of equity markets since November slowed allowing “growth” stocks to 
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catch up as fears of higher interest rates subsided, overseas equities were also helped by a stronger US 

dollar over the quarter.  The notable exception to this stronger performance was Japan where growth 

remains weak and the pace of vaccination and re-opening of the economy slow. 

Growth assets – Equity performance 

In the 2nd quarter of 2021, all regional equity portfolios outperformed their respective benchmarks 

with the exception of the USA and Asia Pacific ex-Japan.  The Asian region has been impacted by the 

poor performance of Chinese equities as the government has increased its scrutiny of certain sectors 

and companies. 

North American equity performance was 0.4% behind the market in the first quarter, and 0.8% ahead 

over 12 months.  Over 10 years North American equity has delivered 17.4% p.a. which is an 

outperformance the benchmark index by 1.3% p.a. 

Most of the UK and all of the continental European equity allocations are passively managed by 

LGIM and UBS.  The 3 and 12 month returns of these funds are in line with the benchmark.  

However, the in-house team choose to maintain an overweight allocation in the UK and some of the 

allocation is invested in Investment Trust’s which have also been selected by the in-house team.  The 

strong performance of these investment trusts and the decision to remain overweight significantly 

improved the aggregate return of the overall UK allocation.  

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

number of pooled funds selected by the in-house team.  All 3 regional portfolios continue to deliver 

mixed performance over shorter periods but over the long term they have in aggregate delivered 

strong returns that are also ahead of benchmark and they have been an overall diversifier of risk, 

especially Japan. 

In May LGPS Central became responsible for the management of about 70% of the Fund’s allocation 

to Emerging market equity. 

The Fund’s allocation to Global sustainable equity has delivered strong absolute returns, and the high 

performance contribution of Baillie Gifford one the managers is responsible for most of the 

outperformance relative to benchmark over the last year.   

Private equity continues to deliver strong positive absolute and relative returns that are significantly 

ahead of the benchmark over the more meaningful 3, 5 and 10 year periods, after US equity, Private 

equity has delivered the next highest absolute returns and the largest relative outperformance over its 

benchmark. 

Protection assets - Fixed Income Performance 

There were no changes in asset allocation over the quarter and government bond yields fell delivering 

a positive overall return.  The Fund remains underweight its allocation to UK government bonds and 

has less interest rate sensitivity than the benchmark.  But its exposure to overseas government and 

global corporate bonds, meant that the allocation performed in-line with the benchmark over the 

quarter and outperformed during the sell-off in government bonds over the year. 
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Income assets – Property, Infrastructure and MAC  

There were no changes in asset allocation over the quarter.  Over the year, the combined portfolio of 

income assets has outperformed the benchmark, mainly due to the strong performance of Direct 

Property and MAC.  Infrastructure slightly outperformed its benchmark but delivered much lower 

level of absolute return.  Over longer time periods, more appropriate for these assets, property, 

infrastructure and MAC have all outperformed, delivering an aggregate total return of 6.8% p.a. over 

5 years, which is 2.1% ahead of benchmark.  
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3. Economic and Market outlook 

Economic outlook 

As noted above the sharp economic bounce-back is due to the re-opening of the global economy with 

pent-up demand from deferred purchases combined with continued government fiscal stimulus and 

expansionary monetary policy. Despite the unequal access to vaccines, the World Bank now predicts 

global growth to reach +5.6% in 2021, its fastest pace in 80 years. 

However, some are now fearing that increasing inflation, and the risk of subsequent increases in 

interest rates to tackle it, pose the greatest threat to a sustainable recovery. I believe these fears are 

mis-placed, I see inflation as a temporary problem linked to base effects and the re-opening of 

economies.  Interest rates will rise and probably sooner than expected, not because of inflation but due 

to a return of sustained stronger economic growth. 

While the northern developed economies seem to be getting stronger as they re-open and their 

vaccination rates increase.  The same is not true in other parts of the world where generally 

vaccination rates are lower and the impact of the more infectious Delta variant is only now being felt.  

In recent weeks Japan, Australia and New Zealand have extended or imposed new restrictions to 

tackle increased infection rates.  Admittedly from very low levels but these are all countries that 

believed that they could tackle covid by “keeping it out” rather than by vaccinating their populations.  

Even China has seen a number of regional outbreaks which are leading to the same instant and 

draconian lockdown measures they successfully employed in their first wave.  What this shows is that 

vaccination appears to be the most effective tool for tackling covid, not because it stops infection but 

because it reduces the impact of the virus.  This just underlines the point I made in my last report that 

until we are all globally vaccinated, economic activity can’t return to what we used to call “normal” 

and even then, the changes to the global economy that have been accelerated by covid suggests 

“normal” will look quite different. 
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Inflation 

As expected, inflation has picked up in all economies due to the temporary impacts of supply bottle-

necks, the challenge of getting people back to work, and the willingness of consumers to spend on 

social and leisure activities without too much concern for cost.  As chart 4, shows inflation has 

increased significantly from the lows of the last 10 years, but it is forecast to fall back towards 2% p.a. 

throughout this year and next. 

Chart 4: - Inflation – Annual rate and forecasts versus Central Bank Target

Source: - JP Morgan Asset Management July 2021 

In July both US and UK inflation reports were lower than expected and lower than reported in June.  

Going forward from here as the temporary supply issues and base effects subside, I believe higher 

energy costs and the expenses of returning to work for employees that are currently working from 

home will squeeze discretionary spending meaning that while economic activity can continue to 

increase, the inflation rate is likely to moderate.  

Central Banks 

Over the quarter and into July and August the world’s leading central banks have made no significant 

changes to policy.  At recent press conferences they have stuck with the mantra of supporting the 

economy through low interest rates and QE to facilitate a return to normal levels of activity and full 

employment.  And they have repeated their view that the current high level of inflation is transitory.  

However, if one looks at the minutes of the US FED’s FOMC, it is clear that they are getting closer to 

reducing (tapering) the purchase of bonds for their QE programme and some of the regional governors 

are forecasting higher rates in 2023, which is a year sooner than previously expected.  The Bank of 

England and the Bank of Japan have made not notable comments.  The ECB have not changed their 

guidance or the tools at their disposal, but as part of their annual strategic review they have officially 

made their inflation target more flexible.  The inflation aim in future will be “symmetric around 2%” 

rather than as before “below, but close to 2%” and they have decided to phase in housing costs over 

time. 
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Politics 

In my last report I mentioned that Mr Trump’s legacy of poor quality diplomacy and decision making 

was going to have a lasting influence.  But apparently nobody knew that his decision to agree a one 

sided peace deal with the Taliban and to withdraw US troops, thereby making NATO’s position in 

Afghanistan untenable, would effectively hand Afghanistan back to the Taliban within a few weeks of 

President Biden confirming the decision.  Unfortunately the trustworthiness of the US as a reliable 

ally has been raised again.  This development only benefits Russia and China and raises the risks over 

Taiwan, the south China sea and Russian interference in eastern European states.   

In the UK after the tumultuous changes in the political landscape brought about by the May local 

election results.  Politics returned to focussing on the poor quality decision making around tackling 

the new covid Delta variant and the licentiousness of Mr Johnson’s cabinet colleagues.  In the end the 

government prevaricated over “Freedom Day” delaying by a month and the new Health Secretary told 

us what we already knew “that we would have the learn to live with covid”.  Without a doubt the early 

approval and the rapid roll-out of the vaccination programme has been a huge success against a 

backdrop of many poor quality decisions.  If the link between high levels of vaccination but low 

levels of hospitalisations and deaths can be maintained into the winter months then the government 

will be able claim success.  It may also provide a route map for other countries to follow and could 

lead to a boost in economic confidence not just in the UK but globally. 

In the US the new Biden administration is pressing ahead with its fiscal spending plans but because it 

doesn’t have widespread bi-partisan support, it is trying to pass legislation using the democratic 

parties wafer thin majority.  This is unlikely to succeed without significant changes which could 

reduce the positive economic impact.  
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Government bonds 

As can be seen in Table 2 above in the second and third quarter to date, Government bond yields, 

have fallen after the uniform increase we saw in the 1st quarter of 2021 as shown in Chart 5 below.  I 

continue to believe that government bond yields will trend higher, notwithstanding short-term bouts 

of falling yields in the medium term they will be higher. 

I expect government bonds yields to continue to rise over the next couple of years and in the case of 

the US they could easily be higher than 2% by this time next year.  I believe the main driver of higher 

yields will be stronger growth rather than higher inflation.  Also, at some point in the next 12 months 

the US Fed and the BoE will stop their bond purchase programmes.  At that time the responsibility for 

funding deficits and any planned increased government spending will fall back completely to the 

investment community.  There is appetite for bonds as shown in March this year, but that was at 

somewhat higher yields than today and with background of central bank buying.    

In my view it is highly likely that government bonds could deliver a near zero or even negative 

returns in the next 12 months although this would also likely mean a reduction in Scheme liabilities. 

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

 

Source: - Bloomberg  
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Non-government bonds 

Chart 6 below, shows the excess yield spread for both investment grade non-government and high 

yield bonds.  Unlike government bonds, the total yield for non-government bonds has never been 

lower.  Prior to the global financial crisis average spreads were slightly lower, but the total yield was 

7% for high yield and 5% for investment grade compared to 4.3% and 1.5% today.  The yield pick-up 

for going from investment grade to high yield has increased from 2% to around 3%, which just about 

compensates for the higher default risk, but the margins are now wafer thin.  In its favour the interest 

rate sensitivity of high yield is much lower, but the economic sensitivity is higher. 

On balance I believe high yield can continue to deliver reasonable risk adjusted returns provided 

economies continue to show reasonable growth and interest rates remain relatively low.  On the other 

hand, investment grade yields look more vulnerable to higher government yields and the end of 

central bank QE programmes. 

Chart 6: - Credit spreads, extra yield over government bonds, last 10 years. 

 

Source: - Bloomberg 

If interest rates and government bond yields remain low then both investment grade and high yield 

bonds will deliver better returns because of their higher income and lower interest rate sensitivity, 

provided volatility and defaults remain low.  
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Equities 

After the strong returns seen in the second quarter global and in particular emerging equities have 

delivered negative returns quarter to date.  While some of this is the result of the situation in 

Afghanistan, markets were weak in July as well.  Emerging equity has suffered because of the covid 

Delta variant, but more so because of the interventionist behaviour of the Chinese Communist Party in 

the Chinese equity market.  It is also worth noting as I alluded to in my last report that, economic and 

company data is showing signs of peak momentum.  Third quarter profits are expected to mark a peak 

in their rate of change and some of the most recent economic indicators have been weaker than 

expected and last reported. 

The themes I highlighted in my last report, high prices and high valuations in certain sectors have 

been magnified by the recent falls in bond yields and rebound in the performance of growth stocks.  

Also many of those sectors that had been hard hit by the lockdowns have recovered strongly see chart 

7 below which shows the P/E valuations of US sectors that have benefitted from lockdown “stay at 

home winners” and those hardest hit “reopening stocks”. 

Chart 7: - Sector P/E ratios lockdown “losers” and “winners”. 

 

Source: - JP Morgan Asset Management 

Looking forward over the next 12 months, I still believe bond yields will be higher, there will be a bit 

more inflation and higher energy prices combined with the expense of returning to work could begin 

to pinch at consumer spending and company earnings.  This change in outlook increases the chance of 

negative surprises and could increase overall market volatility.     

As is mentioned above because I believe the recovery is growth led, and bond yields could be rising, 

those regional indices with higher weights to more cyclical and industrial sectors like Europe the UK 

and emerging markets could outperform. 
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GDP 

Table 4 shows the consensus forecasts for GDP growth in calendar 2021 and 2022 and my 

expectations in May and August 2021. 

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

% CHANGE YOY 

 2021 2022 

 
MAY AUGUST MAY AUGUST 

 Consensus AF Consensus AF Consensus AF Consensus AF 

US 6.2 7.0 6.2 7.0 4.1 4.1 4.4 4.4 

UK 5.4 6.0 6.8 6.0 5.6 5.6 5.4 5.4 

Japan 2.8 3.0 2.4 2.6 2.4 2.4 3.0 3.0 

EU 28 4.0 4.5 4.6 5.0 4.1 4.1 4.3 4.5 

China 8.7 9.0 8.6 9.0 5.5 5.5 5.6 5.6 

SE Asia 5.2 5.5 4.0 4.3 5.7 5.7 5.5 5.5 

 

Source: - Consensus Economics August 2021 

 

Consensus forecasts for 2021 GDP growth have been revised materially outside of the US, which is 

unchanged.  I can understand why the Euro area with its pro-cyclical economy has been revised 

higher and given the spread of the Delta variant though Asia, why prospects for growth could be 

lower in that region, but I find it difficult to see why the UK has been marked significantly higher. As 

a result, I’m going to stick with my slightly better than the August consensus forecasts for the rest of 

the world in 2021 but not the UK.  Next year I believe the impact of higher fiscal spending and 

smoothing out of personal consumption activity could mean that growth remains above the long term 

average for a bit longer, so I am happy to match the consensus and even predict higher growth from 

Europe.  Before seeing growth return to the lower long term average, we have got used to in 2023.   

The Chinese economy grew by 7.9% in the year to 30th June 2021, much slower than the covid 

induced bounce of 18.3% seen in the year to the end of March.  Higher raw materials costs and 

regional outbreaks of Covid weighed on the economies momentum.  Exports are expected to grow 

more slowly in the 2nd half of the year but domestic retail sales are expected to remain high. 

In the US, first quarter 2021 growth was reported at 6.3% and 2nd quarter growth estimated at 6.5%, 

quite a bit weaker than the 8.5% expected.  Personal consumption expenditures increased by 11.8% as 

the economy continued to re-open, but inventory and residential investment as well as government 

spending was markedly lower.   The rapid spread of the covid Delta variant, supply-chain disruptions, 

shortage of workers and a cooling housing market are expected to slow the rate of growth over the 

rest of the year.  Over 12 months the annual rate of growth was an impressive 12.2%. 

In the UK, growth rebounded from its -1.6% slump in the 1st quarter to +4.8% in the April to June 

quarter.  The rebound was driven by household consumption and public spending as covid restrictions 
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were being phased out.  The year over year growth rate was 22.2%, the highest on record, but this still 

leaves the economy 4.4% smaller than it was before the pandemic.   

The Japanese economy also rebounded from its first quarter contraction of -0.9%, achieving a better 

than expected +0.3% rate of growth. Overall, the economy remains weak with only a small swing 

from slightly negative to slightly positive data.  The Japanese economy is 1% smaller than it was 12 

months ago and 3% smaller than it was 18 months ago. 

The Euro-area recovered from its confirmed “double-dip” recession with growth rising by 2% in the 

second quarter.  The bloc's economic recovery gained momentum on the back of the continued re-

opening efforts, helped by the increased pace of covid vaccinations and ongoing government support. 

Among the bloc's biggest economies, Germany, France and Spain returned to growth, and Italy's 

expansion gathered pace.  At the end of June 2021, the Euro-area economy is still 3% smaller than it 

was before the pandemic. 

Consumer Price Inflation 

Table 5 shows the consensus forecasts for Consumer Price Inflation in calendar 2021 and 2022 and 

my expectations in May and August 2021. 

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

% CHANGE YOY 

 2021 2022 

 
MAY AUGUST MAY AUGUST 

 Consensus AF Consensus AF Consensus AF Consensus AF 

US 2.6 3.0 4.1 4.3 2.3 2.5 2.9 2.5 

UK 1.6 2.0 2.2 2.5 2.1 2.5 2.2 2.5 

Japan 0.0 0.5 0.1 0.5 0.5 0.8 0.5 0.8 

EU 28 1.6 2.0 2.1 2.5 1.4 1.7 1.7 1.7 

China 1.5 2.0 1.4 2.0 2.2 2.5 2.3 2.5 

SE Asia 2.2 2.4 2.2 2.4 2.4 2.5 2.4 2.5 

 

Source: - Consensus Economics August 2021 

 

As I suggested in my last report, I am not surprised to see that the consensus forecasts for inflation in 

calendar 2021 and 2022 have been revised higher.  I have no doubt that inflation reports over the next 

few months will be worryingly high.  But as I said before this is mainly driven by base effects from 12 

months ago, initial shortages in the supply of goods, services and workers, combined with “pent up 

demand”.  As can be seen within the data higher prices are not being sustained as demand and supply 

returns to better balance.  If energy prices remain sticky, this will lead to lower discretionary 

consumption especially as we move into the Northern hemisphere winter. 

As we go into 2022, I expect to see inflation settle back down to a higher rate than we have been used 

to over the last 5 to 10 years but not so high that it is a concern for expected central bank policy. 
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The annual rate of US headline inflation has spiked higher to 5.4% in June and July reflecting the 

sharp base effects from last year and the rapid re-opening of the economy.  Most of the increase came 

from food and shelter with the huge increases in energy, transportation and second-hand cars 

moderating somewhat.  Ex food and energy, core inflation fell from a peak of 4.5% in June to 4.3% in 

July as price increases for second-hand cars and trucks fell from +45.2% to +41.7%! 

The UK headline inflation rate (CPIH) which includes housing costs was 2.5% in June from 1.5% in 

April.  The increase is almost solely due to higher energy and petrol costs.  Core inflation rate which 

excludes food, energy, alcohol and tobacco, was 2.3% p.a. the highest since March 2018. 

Euro Area headline inflation was also higher from +1.6% in April to +2.2% in July, like the UK 

mainly due to higher energy costs.  Core inflation which excludes food and energy was steady at 

+0.7% in July the same as in April. 

Japan’s headline inflation rate ticked up to +0.2% in June after 9 consecutive monthly prints in 

negative territory.  The main driver was housing costs and food, but again just as with the GDP data 

mentioned above the changes were from small negative to small positive numbers.  Core inflation 

which only excludes fresh food was +0.2% p.a. after a +0.1% increase in May, after 8 months of 

deflation.  
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4. The outlook for the securities markets 

Securities markets change direction as a result of many factors, but the chief among them in my 

opinion is surprise, not always systemic like Covid or the unexpected collapse of bank or an economy.  

Surprise is so important a factor that a number of agencies publish “economic surprise” indices to try 

and judge when a market or an asset class is at a turning point, many of these are suggesting caution 

right now, but like many forecasts they are not always reliable.  It is also difficult for long term 

investors like pension funds to benefit from these indicators because they may only give a short term 

signal. 

Nonetheless the performance of markets has been driven by a number of surprises.  The huge negative 

impact of Covid 15 months ago.  The rapid response of governments and central banks that enabled 

the securities markets to become detached from the reality of stopped economies, rising infection 

rates, hospitalisations and deaths.  Then the positive surprise of the vaccine and the rapid rollout of 

vaccinations, at least in major developed countries.  The replacement of President Trump by President 

Biden.  Brexit and the trade deal.  The discovery that many people had accumulated excess savings in 

lockdown and we all harboured “pent-up demand” as restrictions began to be lifted.  The realisation 

by governments that fiscal austerity does not work and their new commitments to “build back better”, 

“build back greener”, the European recovery fund and the American Jobs and Family plans.  The 

stronger than expected earnings of companies that had not been put out of business by covid because 

of the support they received from government. 

All these surprises interpreted by markets as good news suggests to me the easy part of the recovery is 

already in the price of assets and that from here markets are more likely to experience or at least 

anticipate negative surprises.  There is still some good news, the increase in consumer activity has 

been slower than expected because of the uncertainty created by each countries Delta variant 

restrictions.  This implies that there is scope for further but more gradual increase in activity.  The 

ability of increased vaccination rates to reduce the impact of the Delta variant, could also improve 

confidence in countries with lower vaccination rates. 

However, market sentiment has moved from looking for good news to looking for bad news.  Some of 

the bad news stories are: - All of the fiscal expansion has to be paid for by higher taxes or increased 

borrowing in the bond market.  The costs and implications for consumers of climate transition are 

being more openly talked about.  At the margin the US Fed is talking about the Tapering of its QE 

programme and rate rises are now anticipated in 2023 rather than 2024.  The excellent performance of 

equity markets over the last year and the selloff in bond market in the first quarter encouraged huge 

quarter end rebalancing flows from equities to bonds, encouraged cash into the bond markets and 

combined with QE buying by the US Fed enabled the US Treasury to reduce its debt issuance.  These 

technical factors resulted in the sharp falls in bond yields since March that are unlikely to be repeated.  

An unintended consequence of lower bond yields has been the resurgence in the performance of 

growth stocks.  If as I expect bond yields rise from their current levels, while value stocks should be 

resilient growth stocks will not. 

The last concern I will mention is the more strident intervention of the Chinese Communist Party in 

the operation of sectors of the Chinese stock market, earlier in the year with Social media and 

information technology companies and more recently with the private education sector.  How long 

will it be before they look at sectors like healthcare or insurance?  While this is mainly a problem for 
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Chinese stock markets, falling sentiment and stock prices in one market or sector tends to have knock 

on effects elsewhere. 

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 2021. 

Table 6: - Interest rate and Bond yield forecasts 

% CURRENT MARCH 2022 SEPTEMBER 2022 

UNITED STATES 

3month LIBOR 0.12 0.25 0.25 

10 year bond yield 1.25 2.0 2.25 

UNITED KINGDOM 

3month LIBOR 0.07 0.10 0.10 

10 year bond yield 0.58 1.0 1.25 

JAPAN 

3month LIBOR -0.10 -0.10 -0.10 

10 year bond yield 0.01 0.10 0.10 

GERMANY 

3month EURIBOR -0.56 -0.50 -0.50 

10 year bond yield -0.47 0.0 0.0 

    
Source: - Trading Economics; 18th August 2021 

Government bond yields have fallen recently but they still remain above their all-time lows (0.07% 

for 10 year Gilts) in August 2020.  Last quarter’s increase in yields was driven by the rising fear of 

inflation and the expected return of economic growth as economies re-opened.  Ironically now we are 

actually seeing stronger growth and higher inflation data bond yields have fallen! But only to the lows 

seen prior to the start of the pandemic.  As can be seen in chart 5 above government bond yields 

remain very low by historical standards. 

I expect government bond yields to remain low in the near term because, central banks are still buying 

bonds, they have said they will not increase rates until they are certain of a return to full employment 

and because central banks have given themselves more flexibility around the 2% target rate of 

Inflation.  Having said that data from the US Fed suggests that some FOMC Board members have 

revised their expectations for when rates may rise, bringing rate hikes into 2023 from 2024 and as 

time moves on the point at which central banks start to reduce (Taper) their purchases gets closer.  

I have not changed my forecasts I still expect government bond yields to rise and there is the risk that 

yield curves could continue steepen as the recovery continues. 

Low central bank policy rates, low refinancing costs and low government bond yields mean the extra 

yield spread for non-government bond and high yield bonds and loans could be attractive, but spreads 
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in aggregate are now back to the lows seen prior to the global financial crisis.  There are sectors where 

yields are more attractive but investors need to be careful because as the global economy recovers, it 

is highly likely that the level of defaults in credit markets could increase, especially in those sectors of 

the economy that are more at risk from the pace of recovery.  Active management, dynamic asset 

allocation and security selection skills will now, more than ever will be the key to success for 

investment in this asset class. 

Bond Market (Protection Assets) Recommendations 

The total allocation to Protection assets in the strategic benchmark is 18%.  I have not changed my 

recommendations for government or corporate bonds.  Last quarter I suggested a 2% underweight, in 

favour of holding a higher weight in cash.  Given the 0.5% fall in yields from their highs in March I 

believe a rise in yields is even more likely, leading to the possibility of negative returns from the asset 

class.  In light of low level of yield spread over government bonds I suggest maintaining a neutral 

allocation to investment grade global corporates.   

In June and July, the fall in yields of government bonds have outperformed investment grade and high 

yield corporates, so there is a slightly wider margin of extra yield which suggests non-government 

bonds could outperform in a rising yield environment.  However, yields are so low that I believe this 

would be short lived.  If government yields rise, I would expect corporate bond yields to also rise at 

roughly the same pace, which could lead to negative returns from global corporates as well. 

I recognise the benefit of holding government bonds as protection against a selloff in equity markets 

and to match the Scheme’s liabilities but at their current low level of yield these bonds neither provide 

the income they did in the past whilst protection against falling interest rates is less of a concern when 

rates are already close to all-time lows. 

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 show that there is very little 

income protection even for small increases in yield at current durations and spreads. 

Table 7: - Total returns from representative bond indices  

INDEX 
YIELD TO 

MATURITY 

% 

DURATION 

YIELD 

INCREASE 

% 

% TOTAL RETURN, 

HOLDING PERIOD 

    
3  

MONTHS 

12 

MONTHS 

All Stock Gilts 0.64 13.2 0.5 -6.4 -6.0 

 

All Stocks Linkers -2.67 17.0 0.5 -8.5 -8.4 

 

Global IG Corporate 1.51 7.4 0.5 -3.3 -2.2 

 

Global High Yield 4.26 3.9 0.5 -0.9 +2.3 
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Source: - ICE Indices 18th August 2021 

 

In my last report I suggested closing the tactical allocation to US TIPS.  In local currency terms TIPS 

have outperformed Index Linked Gilts, but I find it difficult for this outperformance to continue 

because TIPS are no longer cheap relative to expected US inflation.  I have not changed my mind on 

UK ILG, I still believe they are overvalued and long-term investors should look elsewhere for 

inflation protection, but I believe the relative value of US TIPS over UK ILG has fallen significantly, 

hence I would still take profits on this position. 
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Equity Markets 

Chart 8 below, shows the earnings per share estimates, the forward estimates of price / earnings ratio 

and the expected yield from equity indices for the next 12 months, provided by JP Morgan Asset 

Management. 

Chart 8: - Earnings per Share, Price/Earnings Ratios and yield from equity indices, 

 

 
 

Source: - JPM Asset Management., July 2021 

 

As can be seen EPS is recovering strongly from the collapse 12 months ago and while forecast to be 

higher than 2019, this may not be achieved before 2022.  The top right chart shows that p/e ratios are 

well above the 30 year average in the US, above average in Europe, fair value in emerging markets, 

with only the UK and Japan looking cheap.  In the case of Japan this could be due to the extreme 

valuation of the Japanese market in the early 1990’s. 

As I mentioned last quarter what these charts suggest to me is that a lot of the good news on the 

earnings recovery is already in the price especially in the US.  That said the yield on equity remains 

attractive when normal buyback activity is included, compared to the current level of government 

bond yields.  Taken together the 3 charts suggest to me that the UK and possibly Japan and Emerging 

market equities remain the most reasonable value in an environment of expensive equity markets. 
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Strong earnings growth has continued into the second quarter and once again analysts have 

underestimated the rebound.  At the end of July 50% of S&P 500 companies had reported their second 

quarter earnings and more than 90% of those had beaten analyst expectations.  Many of these 

companies are guiding markets that earnings could be even higher in the second half of 2021 and in 

2022.  As mentioned last quarter, I believe analysts are still playing catch-up.  While this is good news 

US equity market indices are higher than the pre-pandemic peak and the actual earnings of most 

companies are not, which suggests that valuations are again being stretched.   

In terms of company earnings, it is a similar story in the UK and Europe, with earnings coming in 

generally better than forecast.  Judging by the willingness of both overseas Private Equity and Listed 

companies to invest in the UK, the UK is cheap, but more importantly the uncertainty that spooked 

overseas investors with regard to Brexit and the trade deal has been removed and many overseas 

companies and asset managers alike are topping up their underweight UK equity exposure.  Another 

feature of the UK, the high vaccination rate and the high penetration of the Delta covid variant is 

causing the UK to be observed as a test case.  If hospitalisations and deaths remain low, this could 

boost global market sentiment especially in regions with a lower vaccination rate than the UK. 

While Europe ex UK equity markets look expensive, with its leadership in high quality industrial 

manufacturing companies Europe is ideally positioned among the developed economies to benefit 

from the global cyclical recovery. 

Equity Market (Growth Assets), Recommendations 

At the start of the 2021 substantial changes were made in the mix of growth assets to fit with the 

Fund’s new Investment Strategy.  The Fund is part way through this process with a further change to 

be made at the beginning of 2022 to bring it into line with its new strategic allocation, at the moment I 

can see no reason to stop or increase the speed of the change.    

As markets evolve over the year and the Fund gets closer to the next change in the strategic 

benchmark, I believe it may be worth paying attention to “events” that may provide opportunities to 

change the asset allocation in line with the direction of travel to the new benchmark.  These events 

could be economic, valuation based or the result of sector / regional rotation as the global economy 

re-opens.  I would encourage the in-house team to use the ranges around the strategic benchmark to 

take advantage of these tactical opportunities, should they present themselves. 

As mentioned in my last report I believe developed equity markets are expensive relative to the state 

of the economy.  While I suggest keeping the overall growth asset allocation at neutral, I would be 

supportive of being underweight the US and overweight to the UK market on a relative valuation 

basis. 
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Income Assets 

Ideally, I would like the exposure to Income assets to be neutral to the new strategic allocation but it 

takes time to build and maintain the weight to Infrastructure and once committed it can take some 

time to get money “in the ground”. 

The spread available from high yield bonds and loans, and emerging market debt has widened slightly 

in July as government bonds have outperformed but as I mentioned last quarter overall spreads have 

narrowed significantly providing strong returns over the last 12 months.  There are still opportunities 

in certain sectors of credit markets but overall, spreads are not as attractive as they were before, so I 

would suggest keeping the allocation to Multi asset Credit (MAC) at neutral. 

There is lot of uncertainty around property investment right now covid has accelerated the changes 

that were already being seen in the retail sector and now office has also come under pressure.  A 

further pressure for retail and office comes from changes in energy regulations that will impact the 

ability of Landlords to let certain types of building or could require expensive refurbishment. I 

continue to believe Property should remain neutral overall, but over the next couple of years, I believe 

the uncertainty over the future use of buildings created by energy transition and covid has increased 

the potential volatility of returns from this asset class.  In terms of sectors, I expect residential and 

industrial to be most resilient.  As a long-term investor, the Fund can afford to “look through” the 

volatility and in a low yield environment, property probably remains an attractive income asset class.  

As noted above in “protection assets” I would suggest a 2% overweight to cash from Gilts because of 

the extremely low yield and the high duration risk currently attached to the asset class.  At the end of 

June, the Fund was holding around 5.6% in cash, but more than 3% of this figure is already promised 

for future private market investments.  Given the current valuation of all investment markets I am not 

in hurry to reduce the cash allocation. 

The asset allocation set out in table 8 below, shows the new Interim Benchmark and my suggested 

asset allocation weights relative to this benchmark as of the 18th May and 18th August 2021.  These 

allocations represent an ideal objective for the Fund based on my 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 8: - Recommended asset allocation against the Strategic Benchmark. 

The 2 righthand columns show my suggested allocations relative to the interim benchmark that came 

into effect on the 1st January 2021. 

% ASSET 

CATEGORY 

DERBYSHIRE 

STRATEGIC 

WEIGHT 1S T  

JANUARY 2021 

ANTHONY 

FLETCHER 

18 T H  MAY 

 2021 

ANTHONY 

FLETCHER 

18 T H  AUGUST 

2021 

    

Growth Assets 56 0 0 

UK Equity 14 0 0 

Overseas Equity 42 0 0 

North America 6 0 0 

Europe ex UK 4 0 0 

Japan 5 0 0 

Pacific ex Japan 2 0 0 

Emerging markets 5 0 0 

Global Sustainable 16 0 0 

Private Equity 4 0 0 

    

Income Assets 24 0 0 

Property 9 0 0 

Infrastructure 9 0 0 

Multi-asset Credit 6 0 0 

    

Protection Assets 18 -2 -2 

Conventional Gilts 6 -1 -1 

UK index Linked 6 -1 -1 

US TIPS 0 0 0 

UK corporate bond 6 0 0 

    

Cash 2 +2 +2 

 

 

Anthony Fletcher 

Senior Adviser 

DD: +44 20 7079 1000 

anthony.fletcher@mjhudson.com 
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