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Agenda Item No.4 (a) 
 

DERBYSHIRE COUNTY COUNCIL  
 

PENSIONS AND INVESTMENTS COMMITTEE 
 

12 December 2017  
 

Report of the Director of Finance & ICT 
 

INVESTMENT REPORT 
 
 

1 Purpose of the Report 
 

To review the Fund’s asset allocation, investment activity since the last 
meeting, long term performance analysis and to approve the investment 
strategy in the light of recommendations from the Director of Finance & ICT 
and the Fund’s independent adviser. 
 
2 Information and Analysis  
 
(i) Report of the External Adviser 

 
A copy of Mr Fletcher’s report, incorporating his view on the global economic 
position, factual information for global market returns, the performance of the 
Fund and his recommendations on investment strategy and asset allocation, 
is attached as Appendix 1. 

 
(ii) Asset Allocation and Recommendations Table 
 
The Fund’s latest asset allocation as at 31 October 2017 and the 
recommendations of the Director of Finance & ICT and Mr Fletcher, in relation 
to the Fund’s benchmark, are shown in the table below.   

 
The table also shows the recommendations of the Director of Finance & ICT 
adjusted to reflect the impact of future investment commitments.  These 
commitments largely relate to Alternatives, Multi-Asset Credit and Property 
and totalled around £250m at 31 October 2017.  Whilst the timing of 
drawdowns will be lumpy and difficult to predict, the In-house Investment Fund 
Manager Team (IFMT) believes that these are likely to occur over the next 18 
to 24 months. 
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Asset Category Benchmark Fund 

Allocation 

Fund 

Allocation 

Permitted 

Range 

Benchmark 

Relative 

Recommendation 

Recommendation Recommendation 

Adjusted for 

Commitments (1) 

Benchmark 

Return 

   31/7/17 31/10/17  AF 

12/12/17 

DPF 

12/12/17 

AF 

12/12/17 

DPF 

12/12/17 

DPF 

12/12/17 

3 Months to 

31/10/17 

            

Equities  58.0% 65.4% 65.5% +/- 8% +2.0% +4.7% 60.0% 62.7% 62.7% n/a 

UK Equities  25.0% 27.2% 26.9% +/- 6% -1.0% -0.8% 24.0% 24.2% 24.2% 2.8% 

Overseas Equities  33.0% 38.2% 38.6% +/- 6% +3.0% +5.5% 36.0% 38.5% 38.5% n/a 

N. America  12.0% 11.1% 11.1% +/- 4% - -0.9% 12.0% 11.1% 11.1% 4.0% 

Europe  9.0% 10.7% 10.8% +/- 4% - +1.8% 9.0% 10.8% 10.8% 3.3% 

Japan  5.0% 6.8% 7.2% +/- 2% +1.0% +2.0% 6.0% 7.0% 7.0% 6.2% 

Pacific ex-Japan  4.0% 5.5% 5.5% +/- 2% +1.0% +1.5% 5.0% 5.5% 5.5% 3.8% 

Emerging Markets  3.0% 4.0% 4.1% +/- 2% +1.0% +1.1% 4.0% 4.1% 4.1% 3.8% 

Bonds  22.0% 18.6% 18.8% +/- 5% -2.0% -2.4% 20.0% 19.6% 20.6% n/a 

Conventional   5.5% 5.7% 5.4% +/- 3% -1.5% -0.1% 4.0% 5.4% 5.4% (0.5%) 

Index-Linked  6.5% 5.7% 5.6% +/- 3% -1.5%   -0.9% 5.0% 5.6% 5.6% 1.4% 

Corporate  6.0% 5.3% 5.2% +/- 3% - -0.3% 6.0% 5.7% 5.7% 0.1% 

Multi-Asset Credit  4.0% 2.0% 2.5% +/- 2% +1.0% -1.1% 5.0% 2.9% 3.9% 0.8% 

Property  9.0% 6.6% 6.6% +/- 3% - -2.2% 9.0% 6.8% 7.8% 2.3% (2) 

Direct  5.0% 3.9% 3.8% +/- 2% +1.0% -1.0% 6.0% 4.0% 4.0% 2.5% (2) 

Indirect   4.0% 2.7% 2.8% +/- 2% -1.0% -1.2% 3.0% 2.8% 3.8% 2.2% (2) 

Alternatives  9.0% 3.8% 4.6% +/- 3% - -3.7% 9.0% 5.3% 8.6% n/a 

Infrastructure  5.0% 2.2% 2.6% +/- 2% - -1.7% 5.0% 3.3% 4.4% 0.6%  

Private Equity  4.0% 1.6% 2.0% +/- 2% - -2.0% 4.0% 2.0% 4.2% 3.8% 

Cash  2.0% 5.6% 4.6% 0 – 8% - +3.8% 2.0% 5.6% 0.3% 0.1% 

 
(1) Recommendation adjusted for investment commitments at 31 October 2017 
(2) Benchmark Return for the three months to 30 September 2017 



PUBLIC 
 

 

PHR-758 

Relative to the benchmark, the Fund as at 31 October 2017 was overweight 
in Equities and Cash, but underweight in Bonds, Property and Alternative 
investments.   
 
(iii) Total Investment Assets  

 
The Fund’s investment assets increased by £119.1m (+2.6%) between 31 
July 2017 and 31 October 2017 to £4.7bn. Over the twelve months to 31 
October 2017, the Fund’s investment assets have risen by £482.3m 
(+11.5%), reflecting strong equity market returns.  A copy of the Fund’s 
valuation is attached at Appendix 2. 
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The Fund’s valuation can fluctuate significantly in the short term reflecting 
market conditions and supports the Fund’s strategy of focusing on the long 
term.   
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Market returns over the last 12 months 
 

 
 
 
The chart above shows market returns for World Equities, UK Fixed Income 
and UK Index Linked bonds between 23 November 2016 and 22 November 
2017.  
 
Equity markets have continued the strong rally started in November 2016 
when the election of Donald Trump boosted expectations of higher economic 
growth and lighter regulation. After a pause in the summer months, caused by 
political concerns and a renewed focus on rising interest rates, the rally in 
equity markets resumed in September on the announcement of Trump’s plan 
to overhaul the US tax regime. Bonds have largely traded sideways over the 
last 12 months, strengthening at the end of Q1 2017 on doubts over Trump’s 
ability to deliver his proposed fiscal stimulus and signs of a slowdown in US 
economic growth, and weakening at the end of Q2 on more hawkish noises 
on potential interest rate rises and the resumption of the Trump reflation 
trade.    
 
Asset class weightings and recommendations are based on values at the end 
of October 2017. Many global stock markets are now trading at all-time highs 
and it should be noted that recent asset class returns (see charts below which 
show the long term value of the FTSE All Share and S&P 500 Composite) are 
well in excess of long term averages.   
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(v) Longer Term Performance 

 
Figures provided by Portfolio Evaluation Limited show the Fund’s 
performance over 1, 3, 5 and 10 years to 30 September 2017.   

 
Per annum The Fund Benchmark 

Index 

1 year 10.9% 9.6% 

3 year 10.8% 10.0% 

5 year 10.9% 10.3% 

10 year  7.2% 6.6% 

 
The Fund outperformed the benchmark over each of the periods.   
 
(vi) Asset Class Recommendations 

 
Equities 

At the last meeting it was agreed to reduce the overall weighting in Equities to 

64.8%, a 6.8% overweight position against the benchmark at 31 October 

2017.  At 31 October 2017, the overall equity weighting was 65.5%, driven by 

continued strong equity returns. The IFMT recommendations below would 

take the overall equity weighting to 62.7%. 

 

The Chart below shows the relative regional equity returns since the last 

meeting on 6 September 2017. 
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UK Equities 

 

It was agreed that the Fund would reduce its weighting from 27.2% to 26.7%.  
Benchmark UK Equities returned 2.8% in the period, whilst there was minimal 
divestment in the period, relative market weakness reduced the weighting to 
26.9% at 31 October 2017.   
 
Mr Fletcher notes that while it is always difficult to underweight UK equities 
because they represent the home market, he is becoming increasingly 
concerned about the low level of real earnings growth, the level of consumer 
debt and the squeeze this could put on the UK economy.  Combined with the 
poor pace of progress on Brexit, sentiment towards UK equities could 
become negative and lead to a generalised weaker performance for UK 
equities relative to overseas equities. The fact that the majority of the 
earnings of the FTSE 100 companies come from overseas economies does 
afford some protection. Mr Fletcher recommends a 1.0% underweight 
allocation. The IFMT believes that, whilst the immediate impact of the UK 
referendum vote has been significantly less than expected, there is now 
evidence of an economic slowdown, exacerbated by the squeeze on real 
incomes caused by higher inflation.  The UK market is likely to experience 
periods of volatility related to the Brexit negotiations, which could be 
compounded by any increase in concern on the impact of Brexit on financial 
institutions. The position of the coalition government in the UK also increases 
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the likelihood of politically induced market volatility in the short to medium 
term.  The IFMT, therefore, recommends that the current allocation is reduced 
by 2.7% to 24.2% over the next quarter, 0.8% underweight against the 
benchmark. 
 

Northern American Equities 

 

At the last meeting it was agreed to maintain the weighting at 11.1%, 0.9% 
underweight against the benchmark of 12%.  There were no transactions in 
the period and the weighting at 31 October was in line with that 
recommendation. Benchmark US Equities returned 4.0% in the period.   
 
Mr Fletcher notes that the US equity market remains overvalued, but earnings 
growth remains positive, whilst GDP growth is higher than expected at 3% 
and inflation lower than expected at 2%.  Mr Fletcher believes that despite the 
overvaluation, it is difficult to be underweight this asset class and 
recommends staying at a neutral position. The IFMT continues to believe that 
current valuations leave little room for disappointment in earnings. Company 
profit margins already stand at cyclical highs, meaning revenue growth will 
have to drive earnings growth; with US GDP growth expected to be in the 
region of 2.5% in the medium term that is likely to prove difficult. As a result, 
the IFMT recommends maintaining the current 0.9% underweight position of 
11.1%. 
 
European Equities 
 
It was agreed at the last meeting that the Fund would maintain a 1.7% 
overweight position of 10.7%.  Whilst there were no transactions in the period, 
relative market strength (benchmark European Equities returned 3.3% in the 
period) increased the weighting to 10.8% at 31 October 2017.  If the Fund 
managed the European portfolio actively, Mr Fletcher would recommend an 
overweight position, as he believes that growth could continue to surprise on 
the upside and that the risks in the region are well known and can be avoided 
by good country and stock selection.  As the portfolio is currently managed 
passively, Mr Fletcher recommends a neutral weighting of 9%.  The IFMT 
recommends that the current 1.8% overweight position of 10.8% is 
maintained, despite rising political concerns, with equities supported by an 
improving economic outlook and corporate earnings growth. 
 
Japanese Equities 
 
At the last meeting it was agreed to maintain a 1.8% overweight position of 
6.8%.  There were no transactions in the period, but a benchmark return of 
6.2% increased the weighting to 7.2% at 31 October 2017, taking it slightly 
higher than the permitted range.  
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Mr Fletcher notes that the Japanese market has enjoyed a very strong run 
since Mr Abe’s General Election victory in October. The economy continues 
to do well and on a fundamental basis the market is now only fair value 
relative to the rest of the world, though cheap relative to its own history.  Mr 
Fletcher notes that whilst it might be worth taking some profits after such a 
strong market run (+16% in local currency terms since the end of September), 
the domestic and regional economic fundamentals underpinning the 
Japanese equity market have not changed.  Mr Fletcher continues to 
recommend a 1% overweight position of 6%.  Following the recent strength in 
the market, the IFMT recommends reducing the weighting by 0.2% to 7.0%, 
which will bring it back to the top of the permitted range. The positive 
economic performance and continued success of Mr Abe’s reforms continue 
to justify an overweight position relative to the Fund’s Strategic Benchmark. 
 
Asia Pacific Ex Japan and Emerging Markets 
 
It was agreed that the Fund would retain the Asia Pacific Ex Japan weight at 
5.5% (1.5% overweight) and the Emerging Market weight at 4.0% (1.0% 
overweight).  The Asia Pacific Ex Japan weighting at 31 October 2017 was in 
line with that recommendation, with a modest divestment being offset by a 
Benchmark return of 3.8%.  The Emerging Market weighting increased by 
0.1% to 4.1% at 31 October 2017 reflecting a Benchmark return of 3.8% 
 
Mr Fletcher notes that these economies are growing roughly twice as fast as 
developed economies and have positive domestic macro fundamentals.  As a 
result, Mr Fletcher recommends a 1% overweight position in both regions.  
The IFMT continue to believe in the long term growth potential of these 
regions and recommends maintaining the 1.5% overweight position in Asia 
Pacific Ex Japan and the 1.1% overweight position in Emerging Markets. 
 
Bonds  
 
At the last meeting it was agreed to increase the overall weighting in bonds to 
19.3%, a 2.7% underweight position.  At 31 October 2017, the overall 
weighting to bonds was 18.8%, reflecting negative returns over the period.  
The IFMT recommendations below would take the overall bond weighting to 
19.6%. 
 
The Chart below shows the relative regional bond returns since the last 

meeting on 6 September 2017. 
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Conventional Bonds 
 
It was agreed to maintain the allocation at 5.7%, 0.2% overweight against the 
benchmark.  Relative market weakness reduced the weighting to 5.4% at 31 
October 2017, with benchmark Conventional Bonds returning -0.5% over the 
quarter.   
 
Mr Fletcher recommends a 1.5% underweight position of 4.0% against the 
benchmark.  Mr Fletcher anticipates that the overall direction of government 
bond yields is likely to be higher over the next year because growth and 
inflation are likely to be higher in 2018.  Mr Fletcher expects that US rates will 
be increased twice more before the end of 2018.  Whilst the BoE increased 
the Bank Rate by 0.25% to 0.50% in November, Mr Fletcher does not 
anticipate any further rate rises in the UK, Europe or Japan over the next 
twelve months. The IFMT recommends maintaining the current 0.1% 
underweight allocation of 5.4%. Despite sovereign bonds appearing to offer 
few attractions in a rising rate environment, structural drivers of low rates 
remain unchanged and tightening is unlikely to be aggressive in the absence 
of a more enduring spike in inflation. Conventional Bonds afford greater 
protection than other asset classes in periods of market uncertainty and they 
fulfil the role of diversifying assets in the portfolio. 
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Index-Linked Bonds 

 

At the last meeting it was agreed to hold a 0.8% underweight position of 
5.7%.  Relative performance weakness reduced the weighting to 5.6% at 31 
October 2017. Benchmark Index-Linked bonds returned 1.4% over the period.   
 
Mr Fletcher notes that UK Index-Linked gilts remain some of the most 
expensive in the world. However, demand remains high from corporate 
pension schemes and insurance companies looking for safe long term 
inflation linked returns.  Mr Fletcher continues to recommend a 1.5% 
underweight position of 5.0%. Mr Fletcher notes that the IFMT has maintained 
its position in US Treasury Inflation Protected Securities (TIPS) and this has 
added value, both on an absolute and relative basis. Mr Fletcher believes that 
it is appropriate to continue to be overweight in US TIPS and underweight in 
UK Index-Linked gilts. The IFMT agrees with Mr Fletcher regarding the 
current value of UK Index-Linked bonds and recommends that the current 
0.9% underweight position of 5.6% is maintained with the current exposure to 
US TIPS (around one third of the Index-Linked portfolio) also maintained due 
to the yield uplift available over UK Index-Linked bonds. 
 
Corporate Bonds 
 
At the last meeting, it was agreed to maintain the weighting at 5.3%.  Whilst 
there were no transactions in the period, relative market weakness reduced 
the weighting to 5.2% at 31 October 2017.  Benchmark Corporate Bonds 
returned 0.1% over the quarter. 
 
Mr Fletcher has maintained his neutral weighting of 6.0% and believes that 
the benign outlook for government bonds and the increasing profitability of 
corporates means that non-government bond yields are attractive on a 
relative basis, despite the low level of spread.  Whilst spreads are lower than 
they have been since the Global Financial Crisis (GFC), they appear to 
represent reasonable value when compared to spreads available before the 
GFC and the investment grade market is arguably of better quality now. 
Following a period of relative underperformance, the IFMT believes that 
Corporate Bonds now represent better relative value compared to other asset 
classes. Taking into account the higher yields on offer and the lower interest 
rate risk compared to sovereign bonds, the IFMT recommends increasing the 
allocation from 5.2% to 5.7%. The recommendation is still to remain 
underweight, albeit marginally, because there remains a risk that the yield 
pick-up compared with sovereign bonds is currently insufficient to 
compensate for the increased default risk.  It is intended that a relatively 
defensive position will be maintained within the asset class.  
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Multi-Asset Credit 
 
At the last meeting it was agreed to increase the invested weighting to 2.6% 
and the committed weighting to 3.9%.  Investment in the period totalled 
£27.5m and the invested weighting increased to 2.5% at 31 October 2017.  
The benchmark return for this asset class over the period was 0.8%. 
 
In order to increase the diversified sources of bond market risk and return in 
the portfolio, Mr Fletcher recommends an increased allocation to Multi-Asset 
Credit of 5% which would represent a 1% overweight position against the 
benchmark.  The IFMT continues to remain positive about the attractions of 
this asset class, preferring a bias towards defensive forms of credit (e.g. 
senior secured debt with low default rates) with strong covenants and floating 
rate protection.  Due diligence is being undertaken on a number of possible 
investments and the IFMT recommends increasing the invested weighting by 
0.4% to 2.9% and maintaining the committed weighting at 3.9%. 
 
Property 
 
At the last meeting it was agreed to maintain the overall allocation to Property 
at 6.6%; a 2.4% underweight position.  Investment in the period totalled 
£1.7m and the weighting remained flat at 6.6%, with Direct Property 
accounting for 3.8% (1.2% underweight) and Indirect Property accounting for 
2.8% (1.2% underweight).  Benchmark property returns in the three months to 
30 September were 2.3%. The recommendations below would increase the 
overall Property weighting to 6.8%. 
 

Mr Fletcher continues to recommend a neutral overall allocation to Property, 
believing attractive opportunities can still be sourced, with a preference for a 
1% overweight position in Direct Property and a 1% underweight in Indirect 
Property.  Mr Fletcher recognises that the approach of buying well researched 
quality properties at the right price and minimising voids can lead to delays in 
sourcing new property investments but it is likely to continue to be a 
successful strategy in the future.  The IFMT recommends increasing the 
Direct Property weighting to 4% and the external discretionary manager 
continues to seek out attractive propositions. The IFMT recommends that the 
current Indirect Property weighting is maintained whilst the IFMT continues to 
assess funds, with a focus on vehicles invested in specialist areas which 
provide strong covenants and sustainable rental growth.  On a committed 
basis, the Indirect Property weighting is 3.8%. 
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Alternatives 

 

At the last meeting it was agreed to increase the overall allocation to 
Alternatives to 4.2% on an invested basis and 7.4% on a committed basis 
against the neutral benchmark of 9%.  At 31 October 2017, the invested 
weighting was 4.6%.  The recommendations from the IFMT, set out below, 
increase the invested weighting to 5.3% and the committed weighting to 
8.6%. 
 
Infrastructure 
 
It was agreed at the last meeting to maintain the invested weightings at 2.2%, 
against a neutral position of 5%.  Investment in the period totalled £17.9m, 
reflecting some unexpected attractive opportunities, increasing the invested 
weighting to 2.6% at 31 October 2018; 4.4% on a committed basis. 
 
Mr Fletcher has maintained his neutral weighting of 5%, whilst reflecting that 
the demand/supply imbalance of opportunities remains.  The asset class 
remains attractive relative to fixed income alternatives and the IFMT 
continues to assess opportunities, recommending that the invested weighting 
is increased to 3.3%, taking the committed weighting to 4.4%. 
 
Private Equity 
 
At the last meeting it was agreed to increase the invested Private Equity 
weighting by 0.4% to 2.0%, 3.8% on a committed basis.  Investment in the 
period totalled £21.7m and the invested weighting increased to 2.0% at 31 
October 2017. 
 
Mr Fletcher recommends a neutral weighting of 4% in Private Equity.  The 
asset class continues to offer lower relative valuations than public equities 
and a larger target universe. The IFMT recommends maintaining the invested 
weighting at 2.0% as opportunities continue to be assessed. The IFMT 
expects commitments to increase to around £105m in the next three months, 
taking the committed weighting to 4.2%. 
 
Cash 

 
It was agreed to reduce the cash weighting to 5.1%, however the actual cash 
weighting at 31 October 2017 was 4.6%, reflecting higher than expected net 
investment.  Mr Fletcher notes that the Fund is cash flow positive and has no 
requirement to carry the currently “quite high” cash balance. However, he 
acknowledges it has declined over the year as committed funds have been 
taken up and that much of the remaining cash is committed to fund managers 
who have yet to “draw down” their allocations. The IFMT continues to believe 
that valuations on public markets are currently very rich, with many stock 
markets trading at demanding valuations and bond markets appearing to offer 
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poor long term value. Opportunities in more attractively priced private markets 
remain difficult to source. Markets continue to be sanguine about the level of 
political risk globally and earning assumptions appear to be very optimistic. 
Against this background, the IFMT recommends a defensive cash allocation 
of 5.6%, with a continued emphasis on making commitments to more 
attractively priced illiquid markets.  If all current commitments were drawn 
down, the cash balance would reduce to just 0.3%.  
 
3 Other Considerations  
 
In preparing this report the relevance of the following factors has been 
considered: financial, legal and human rights, human resources, equality and 
diversity, health, environmental, transport, property, social value and 
prevention of crime and disorder. 
 
4 Background Papers  

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

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

 
5.2 That the asset allocations, total assets and long term performance 

analysis in this report be noted. 
  
5.3 That the strategy outlined in the report be approved. 
 
 
 
 
 

PETER HANDFORD 
 

Director of Finance & ICT 
 



 

21st November 2017                                                                                                                                                              
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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. 

 

Meeting date 12th December 2017 

Date of paper 21st November 2017 
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1. Market Background 

 

Global equity markets continued to deliver good returns, underpinned by broadly positive economic data 

indicating a seemingly synchronised global expansion.  Factors such as strengthening employment, continued 

accommodative monetary policy, supportive financial conditions, favourable investor sentiment, relatively low 

volatility and the potential for fiscal stimulus helped sustain world economies during the period. 

 

However, the broad view is that markets remain fragile, high asset valuations could potentially indicate a turn in 

the credit cycle and geopolitical tensions could impede further growth.  

 

UK equities had a more subdued quarter relative to other major markets as uncertainty over Brexit continued 

and the appreciation of Sterling dampened overall overseas equity market performance. Inflation rose in 3Q 

overshooting the Bank of England target.  The UK property market remained buoyant in the quarter, with growth 

remaining above inflation and low interest rates contributing to high returns on investment.  The Bond market 

trends seen since early 2017 continued into Q3. The favourable backdrop helped investment grade corporate 

bonds and high yield issues; government bonds were mostly flat, except in the UK which saw a sell-off due to 

inflation worries; corporate bond spreads continued to narrow over the third quarter as geopolitical concerns 

arose over the North Korean nuclear programme. 

 

The US dollar continued its decline into the third quarter of 2017 as investors favoured the Euro, with political 

concerns continuing to ease and better economic data surfacing in the Eurozone, some emerging market 

currencies were also stronger. Sterling also strengthened over the period against a weaker US dollar on the back 

of the Bank of England suggesting a rate hike in Q4.  The oil price, which had declined in the two previous 

quarters, recovered in Q3 to $56.1 a barrel after OPEC announced that it was considering extending or deepening 

output cuts. 
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Table 1, below shows the total investment return in pound Sterling for the major asset classes; for the month of 

October 2017, 3 and 12 months to the end of September 2017. 

% Total return dividends reinvested 

 Market returns 

  Period end 30th September 2017 

 October 

2017 

3  

months 

12 

 Months 

FTSE All-Share 1.9 2.1 11.9 

    

FTSE World ex UK 3.3 1.9 15.8 

North America 3.2 1.4 14.9 

Europe ex UK 1.5 3.9 22.6 

Japan 5.8 0.8 11.4 

Pacific Basin 4.8 0.2 14.4 

Emerging Equity Markets 3.6 4.5 16.6 

    

UK Gilts - Conventional All Stocks 0.3 -0.5 -3.6 

UK Gilts - Index Linked All Stocks 0.9 -0.7 -3.8 

UK Corporate bonds* 0.5 0.2 0.0 

Overseas Bonds** 0.4 0.4 -2.3 

    

Property IPD quarterly  2.3 9.1 

Cash 7 day LIBID 0.02 0.06 0.2 

* Merrill Lynch £ Corporate Bond; **Citigroup WGBI ex UK hedged 

 

Chart 1: - UK bond and Equity markets since 30th September 2016

 

Source: - Bloomberg  
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Table 2: - Change in Bond Market yields over the quarter  

Bond Market          

% yield to maturity 

30th June  

2017 

30th September  

2017 

Change 30th September  

2016 

Current 10th 

November 2017 

UK government bond (gilts) 

10 year 1.26 1.37 +0.11 0.75 1.34 

30 year 1.87 1.92 +0.05 1.49 1.90 

10 Index linked -1.68 -1.71 -0.03 -2.03 -1.75 

30 Index linked -1.52 -1.47 +0.05 -1.75 -1.54 

Overseas government bond 

10 US Treasury 2.31 2.33 +0.02 1.59 2.40 

10 Germany 0.47 0.46 -0.01 -0.12 0.41 

10 Japan 0.09 0.07 -0.02 -0.09 0.03 

Non-government bond 

UK corporates 2.41 2.47 +0.06 2.21 2.45 

Global High yield 5.37 5.11 -0.25 5.91 5.32 

Emerging markets 5.04 4.77 -0.27 4.58 4.99 

Source: - BofE DMO; Bloomberg and Merrill Lynch, indices.  

 

Chart 2: - Bond index returns unhedeged in Sterling terms, last 12 months. 

 

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

 

Source: - Bloomberg 

Recent developments. 

Since the end of the quarter the Bank of England has raised rates, by 0.25% taking back the cut they made after the 

referendum result on the summer of 2016.  While I do not believe they will be in a position to increase rates again for some 

time they have left the doubt in the market which is no bad thing given the level of inflation and the need by the bank to get 

rates a little higher just in case they need to cut them again!  Mr Hammond’s 1st November full budget, was at least 

entertaining but extremely light on measures to improve the UK economy which is hardly surprising given the weakness of 

earnings, higher inflation, a continuation of austerity, a delay in balancing the budget and the uncertainties over the main 

issue facing the UK economy namely Brexit.  Despite the rise in rates bond market yields fell slightly as can be seen in table 2 

above and the equity markets were stronger.  As I write the rumours are writhe that the government will be paying the EU 

closer to £50 billion to leave and that these payments will be phased over a very long time horizon indeed, but this should 

come as no surprise to anyone. 
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2. Investment Performance 

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

12 month periods to the end of September 2017.  The performance data has been provided by Portfolio 

Evaluation Limited (PEL) using their own data for the period since the end of March 2016 and a combination of 

PEL and WM data over longer periods.  The analysis shows that the Fund outperformed its benchmark over 3 and 

12 months, 3,5,10 years and since inception on a net of fees basis.  Market returns in the third quarter were again 

lower than the average of the last 4 quarters.  The PEL attribution data suggests that Asset Allocation was the 

main driver of positive returns overall. 

Table 3: - Derbyshire Pension Fund and Benchmark returns 

% Total return  

30th September 2017 

3 months 12 months 

 Derbyshire  

Pension Fund 

Benchmark Derbyshire  

Pension Fund 

Benchmark 

     

UK Equity 2.7 2.1 13.4 11.9 

     

Overseas Equity 2.1 2.3 17.0 16.7 

North America 0.2 1.4 14.4 14.9 

Europe 3.7 3.7 22.3 22.3 

Japan 2.1 0.8 15.4 11.4 

Pacific Basin 1.1 1.8 13.8 15.8 

Emerging markets 4.4 4.5 17.5 16.5 

     

UK Gilts -0.3 -0.5 -3.3 -3.6 

UK and Overseas Inflation Linked 0.1 -0.7 -1.5 -3.8 

UK Corporate bonds 0.4 0.3 1.4 0.1 

Multi-asset Credit 0.8 0.8 6.1 3.3 

     

Alternatives (all sectors) 0.8 1.4 10.2 8.0 

Property (all sectors) 2.1 2.3 8.8 9.1 

Cash 0.1 0.0 0.3 0.1 

     

Total Fund 1.7 1.6 10.9 9.6 

     

Total fund value at 30th September 2017 £4,627 million 

Equity performance 

The largest allocation in the Fund is to the UK equity market representing 27% of total assets under management 

at the end of the quarter roughly the same as at the end of the 2nd quarter.  Relative to the FTSE All Share index, 

this element of fund outperformed the benchmark over the quarter and 12 month periods.  The 3, 5 and 10 year 

results are also well ahead of benchmark. 

The policy of holding an overweight position in overseas equity un-hedged has made a very strong positive 

contribution to the total return of the Fund, outperforming UK equities in all periods. 
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The next largest allocation is to North American equity, this portion is actively managed in a segregated portfolio, 

by Wellington Asset Management.  This component of the Fund had a negative contribution to performance in 

the quarter and this has dragged the relative performance down to 14.4 versus 14.9% for the benchmark, but 

returns are close to 2% per annum (pa) above benchmark in all longer periods since inception in June 2001. 

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

with the benchmark as are the 3 year returns.  The 5 year returns continue to reflect a period of poor results from 

active management and remain 0.8% behind benchmark. 

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

by the in-house team.  In the third quarter the Japanese equity performance was ahead of benchmark; Pacific 

Basin behind and Emerging equities in line with their specific benchmarks.  Over 12 months Japanese and 

Emerging equities were well ahead of benchmark, with the Pacific Basin lagging behind.  The 3 year numbers for 

Emerging equity are behind benchmark but over 10 years all 3 regional allocations have both outperformed UK 

equity and their respective benchmarks.   

Fixed Income Performance 

The yield of government bonds (Gilts) is so low and the duration so long that it only takes a small increase in 

yields to produce negative total returns.  Non-government bonds, like corporates and the high yield and 

emerging bonds held alongside private credit held in the Multi-Asset Credit allocation, all have higher yields and 

lower durations.  These attributes plus some spread compression between government and non-government 

bonds over the quarter led to a positive return and an outperformance of Gilts.  The Funds underweight duration 

and asset allocation, to both conventional and Index Linked Gilts, meant that the Fund’s bond portfolio 

outperformed. 

Over the year, the exposure to outperforming US TIPS and the underweight duration and asset allocation helped 

the DPF inflation linked bond portfolio outperform the Index Linked benchmark.  Over the medium term, returns 

from bonds have been mixed and the overall contribution negative relative to benchmark.  

Alternatives 

The performance of the in-house team’s portfolio of Alternative investments underperformed over the quarter, 

but over longer term periods Alternatives continue to enjoy excellent absolute and relative returns despite the 

underweight allocation.  At the end of the quarter the allocation had increased from 3.8 to 4.3% with further cash 

committed but as yet un-invested by the selected managers. 

Property  

Over the quarter the allocation to direct and indirect property funds underperformed.  Over the longer term 

direct property investments have helped the allocation outperform the benchmark whereas indirect property 

returns have been more mixed.  Total return from the sector remains strong and positive on an absolute and 

relative basis. 

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

medium to long term, being overweight “growth” assets like equity at the expense of “income” assets like bonds 

has been a good decision.  Within equity, being overweight higher growth regions like Asia Pacific and Emerging 

Markets has in absolute terms increased Fund performance.  Within bonds the Fund could have benefitted from 

a higher allocation to non-government sectors but this would have increased risk.  On balance in terms of total 

return it is has probably been better, to use the money generated by being underweight bonds in general to 

invest it in being overweight equity.  The Fund has also been successful with its allocations to Property and 

Alternatives and it also identified good managers that have outperformed their benchmarks, the contribution to 

overall Fund return would have been even more significant if the managers had invested all the DPF’s committed 

cash.  
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3. Economic and Market outlook 

Economic background 

As I mentioned in my last report the global economy has produced fairly steady growth helped by a surge in 

economic momentum in continental Europe and Japan and a continuing recovery in the developing world.  For 

the first time in a number of years corporate earnings have delivered above expectations and the global 

Purchasing Managers index, (an economic confidence measure) is above 50 in all major economies reflecting the 

breadth of the economic upturn.  The consensus opinion remains that the global economy looks set to continue 

to grow at a low but sustainable rate, see chart 4 below.  Growth in the US, Japan and continental Europe was 

again higher and above expectations in the third quarter of 2017 and this trend is expected to continue.  Sadly 

this cannot be said for the UK where GDP has again been revised lower, the impact of inflation on real incomes 

and therefore consumption being the main driver of poorer growth. 

Chart 4: - Global developed market economic growth Low but sustainable 

 

The consensus opinion is that the US economy can continue to grow for another couple of years before the risk of 

recession begins to increase.  This optimism is partly based on corporate tax reform which is expected this year 

and bank deregulation which is expected towards the end of next year.   

In terms of Inflation see chart 5, strong activity has not yet translated into higher inflation.  Once again the 

exception is the UK where the weakness of Sterling has had a major impact.  The inflation report of the Bank of 

England published on the 1st November, noted that “Imported inflation, prompted by the fall in sterling since late 

November 2015, had been by far the dominant factor driving CPI inflation above the target”.  While the year-on-

year effect of that fall in sterling should dissipate, the bank noted that unit labour costs had risen more than 

expected and lower wage costs in the public sector were not expected to be persistent and that these factors had 

contributed to the decision to raise rates by 0.25%. 
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Chart 5: - Inflation forecasts remain at or below the central bank target rate of 2% (outside of the UK). 

 

Monetary policy, the US Fed has kept rates unchanged since June but is expected to increase rates again in 

December and a couple more rate increases are expected next year.  It has also decided to start the process of 

unwinding QE, to achieve this it has stopped reinvesting coupon and redemption proceeds, this process has been 

named Quantitative Tightening (QT) and has not been tried before.  In March, the BoE stopped easing through QE 

and in November decided to take back the 0.25% “insurance cut”, it made post the referendum result.  The ECB 

and Bank of Japan (BoJ) have continued to ease albeit at a slower rate. Chart 6 below shows the combined size of 

the G4 central bank balance sheet in March 2017, the shaded area to the right shows where these balance sheets 

will be if current policies are continued.  The projection shows that the aggregate G4 central bank balance sheet 

will continue to grow until 2019, before it starts to decline as result of the action by the US Fed.  We may be 

getting closer to the end of the period of global easy money but it will continue for a while longer. 

Chart 6: - Combined balance sheet of the US Fed, Bank of Japan, ECB and Bank of England 
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The much larger dampening effects of the continued high debt burden and demographics will prevent developed 

market growth from going much higher than about 3%.  Inflationary pressures in the near term outside of the UK 

seem to have abated, but for sound economic reasons the US Fed is likely to continue to raise rates which in turn 

means bond yields could be higher and the US dollar could be stronger, but because this is already expected by 

the market, we could see bond yields drift sideways and a ironically a weaker US dollar.   

Rising incomes and a switch to domestic demand are helping to drive growth in the Emerging economies which 

means they are becoming less internationally dependent and increasingly able to finance activity from their own 

domestic savings and growth.  Their demographics are also more favourable and their debt burdens lower which 

means they will probably continue to sustain higher growth rates, see chart 7. 

Chart 7: - Emerging market economic growth to outpace developed markets by an increased margin. 

 

In terms of political risk, the markets seem to have become accustomed to Mr Trump’s style and his recent trip to 

Asia and heavy handed approach to North Korea has been hailed as a great success.   

 

In Europe, Mrs Merkel’s CDU and her the partners the CSU remain the largest party after the general election but 

like the SPD, all lost ground to more right wing or nationalist smaller parties like the FDP and the AfD.  The AfD 

“Alternative for Deutschland” is the 3rd largest party with 12.6% of the vote and it is this shift that is making difficult 

for Mrs Merkel to form a new coalition government.  This continues the trend of European election results that has 

seen less “consensus pro-euro” and more nationalist and predominantly right wing parties, gaining ground in the 

popular vote, if not in actual political power.  At the time of writing there is still no government in Germany and 

Mrs Merkel has talked about the possibility of calling a new General Election.   

 

The result of the illegal and largely ignored, independence referendum on Catalonia has caused something of a 

crisis in Spain.  The Spanish Federal Government had little it could do from a constitutional point of view, but it is 

important to see how it responds post the crisis and how well mobilised, the voting population will be when the 

next election in Catalonia is held. 

 

The UK government, seems to stumble from one crisis to another and the Brexit negotiations continue to go round 

and round.  I do not believe that we will ever know the real value for the Financial Settlement because it is not in 

the interests of either of the negotiators to quantify the actual figure.  I also do not believe we will get a change in 

government until after the negotiations are supposed to complete in March 2019.  In the meantime companies 
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that have close links, in terms of trade with Europe, are likely to start implementing their contingency plans because 

they cannot wait any longer for the start of the negotiations on trade in goods and services.  This is especially true 

of service companies like banks and insurance companies that have no certainty over access to the European 

market post Brexit. 

 

In the longer term JPMorgan Asset Management have just published their latest expectations of Long Term Capital 

Market returns set out in chart 8 below.  These suggest that provided the global economy and markets see fairly 

benign inflation and reasonable growth over the next 10 to 15 years market returns from bonds and US equity 

market will be lower than those achieved in the last 10 years and higher for large cap UK and European Equity and 

for emerging equity in general. 

 

Chart 8: - Past and Expected returns. 

 

 
 

 

Government bonds 

As can be seen in Chart 9 below yields have generally moved sideways this year but they are higher than the 

summer of 2016, which means that total returns for government market have been negative over the last 12 

months.  The main reason for the change is the increased confidence in a sustainable path of higher economic 

growth and the increase in US interest rates.  The US Fed has increased rates 4 times already and is widely 

expected to increase rates at least twice more in the next 12 months.  It is difficult to see how much higher gilt 

yields can rise for domestic reasons given the forecast for growth in 2018 and 2019 and the uncertainty over 

Brexit. But rising US interest rates will keep the upward pressure on all developed market government bond 

yields. 
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Chart 9: - Government bond yields, last 10 years 

 

Source: - Bloomberg  

As a result it is entirely likely that gilts could deliver another negative quarterly return over the next 12 months, 

especially the long dated and duration sensitive sectors of the market.  I continue to believe it is sensible to 

remain underweight and short of duration in government bond markets.     

Non-government bonds 

UK non-government bond yields and their spread over gilts, have been mixed in the third quarter with 

investment grade corporate spreads widening slightly but high yield and emerging debt spreads falling.  It is still 

my expectation that as gilt yields rise, non-government bond yields are also likely to rise but because they have 

lower duration and higher yield therefore the total return is likely to be less negative than gilts and it is possible 

that spreads could narrow even further delivering an even greater outperformance. 

Investment grade non-government bond yield spreads were on average 1.2% up from 1.1% in June 2017, making 

the all in yield for the Investment grade UK corporate bond index 2.45% at the end of September, this remains 

attractive compared to gilts but is close to the low seen since the beginning of the Global Financial Crisis.  The 

average high yield bond is yielding around 5.3%, more than 4 times higher than gilts, admittedly the credit risk is 

also much higher but the average duration is much lower. 

In table 4 below I have updated the data and recalculated my estimates of the total return from government and 

non-government bond indices based on their yield and interest rate sensitivity (Duration) over 3 and 12 months.  

The estimates do not take into consideration any widening of spread over the holding period.  If the yield spread 

on investment grade corporates and global high yield widened by 0.3% and 2% respectively then all 3 indices 

would have a similar negative return to gilts over 12 months. 
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Table 4, Total returns from representative bond indices  

Index Yield to 

Maturity % 

Duration Yield increase 

% 

% Total return, holding period 

    3 month 12 Month 

All Stock Gilts 1.32 11.7 0.5 -5.5 -4.5 

UK Corporate Bonds 2.45 8.5 0.5 -3.6 -1.8 

Global High Yield 5.32 4.0 0.5 -0.7 3.3 

Source: - BofA Merrill Lynch Indices 10th November 2017 

I expect government bonds in general to achieve a low single digit total return over the next 12 months and it is 

entirely likely that we could see further quarters of negative returns.  While I am not expecting a generalised 

credit event or a sharp increase in default rates, investment grade non-government bonds are looking relatively 

expensive at the current level of spreads but given the benign outlook they are likely to outperform gilts. 
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Equities 

Chart 10 below shows the performance of representative equity market indices in local currency terms since 

2007.  The US market represented by the S&P 500 index has had the strongest returns since the Global Financial 

Crisis and Europe (STOXX Europe 600) and emerging markets the poorest.   

Chart 10: - Global Equity returns, last 10 years. 

 

Source: - Bloomberg  

Equity market valuations in developed markets are above average and expensive but as can be seen in chart 11 

below, the US and Swiss markets are the most overvalued on a relative basis.  However there is an argument that 

if the high performing “FANG” (Facebook, Amazon, Net-Flix, Google) stocks are excluded from the US data, 

general US equities valuations are not so stretched.  Japan has become more fair value but is still cheap relative 

to its own average valuation and compared to the US.  Relative valuations in Germany and France have recovered 

following their recent strong performance but Italy and Spain remain cheap and are likely to remain so given the 

long term adjustment difficulties of the Italian economy and the recent political difficulties in Spain.    The strong 

performance of all emerging market equities over the last 12 months leaves valuations around their average for 

the last 12 years, but they are still cheap compared to Developed Market indices. 

Chart 11: - Equity markets relative valuation MSCI indices since 2004
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Source: - MSCI, DataStream, JP Morgan Asset Management, September 2017 

Despite what the charts above suggest there is still room for optimism on the returns from global equity markets.  

Chart 12 below shows global earnings as measured by Earnings per Share (EPS) this suggests that the recovery 

outside of the US has some way to go. 

Chart 12: - Global Earnings per Share in US dollars since January 2009 

 

Source: - MSCI, DataStream, JP Morgan Asset Management, September 2017  

Europe continues to recover from the crises of a few years ago and remains cheap because of the risks presented 

by the banking sector.  The German election result was not as favourable as hoped with Mrs Merkel, at the time 

of writing still unable to form a new government coalition and now threatening a new general election.  While a 
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period of further short term volatility cannot be ruled out there are good stock selection opportunities and in 

general the region remains relatively cheap.  

The fundamentals for most emerging economies remain positive, growth is stronger and their valuations remain 

attractive.  As they develop, the positive demographics and the rise of the “middle classes” means they are 

becoming more domestically orientated, hence policy decisions taken in the US may not have such a negative 

impact on emerging countries as they did in the past. 

UK equity 

At the last board meeting I suggested that asset allocation to UK equity should be underweight.  I realise this is 

difficult to achieve and the in-house team are moving to a lower weight from the weight in the old strategic 

benchmark.  I would not normally suggest a shift in weight inside a market preferring instead to suggest an 

allocation difference at the overall level.  But the different characteristics of the FTSE250 and FTSE100 may 

support the idea of a shift in emphasis on strategy in the UK Equity market.  Over the last 9 years the FTSE250 has 

substantially outperformed the FTSE100, see Chart 13, below.  This has been achieved on the back of better 

domestic demand in the UK, but with almost full employment and negative real wage growth expected to 

continue for some time it is difficult to see how this out performance to continue.  Add to that the fact that 

consumer confidence, retail sales and overall growth rates are falling and consumer debt levels are extremely 

high.  A switch from domestic sources of growth to international sources may be prudent either by further 

underweighting the UK as a whole or by shift in emphasis towards overseas earners in the FTSE100, it should be 

noted that also over 60% of the earnings of FTSE100 companies come from outside the UK.  There is also a 

technical argument for considering such a switch, see chart 14, investors in small and mid-cap UK equity have 

held more than a double weight to this sector relative to its weight in the FTSE All-share, so that should this 

sector fall out of favour the outflow could cause significant underperformance. 

Chart 13: - FTSE 100 relative to FTSE 250 index performance. Chart 14: - Relative weight of investor exposure. 

 

Source: JPMorgan Asset Management September 2017. 
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GDP Forecasts 

Table 5, shows the consensus forecasts for GDP growth in calendar 2017 and 2018 and my expectations in July 

and November 2017.   

Table 5: - GDP forecasts - Consensus versus Advisor expectations 

% Change 

yoy 

2017 2018 

July November July November 

 Consensus AF Consensus AF Consensus AF Consensus AF 

US 2.2 2.5 2.2 2.5 2.3 2.5 2.5 2.5 

UK 1.6 1.5 1.5 1.5 1.4 1.3 1.4 1.3 

Japan 1.4 1.5 1.6 1.7 1.1 1.5 1.3 1.6 

EU 28 1.9 2.0 2.2 2.3 1.8 2.0 1.9 2.0 

Source: - Consensus Economics November 2017 

Consensus estimates for 2017 and 2018, with the exception of the UK which have been marked down, have been 

revised up for most developed markets.  I believe the optimism in the US and the resurgence in Europe and Japan 

will lead to growth being generally higher than consensus with the exception of the UK where poor earnings 

growth and the Brexit negotiations may keep GDP growth lower than expected.  

The US economy grew by 1.2% annualised in the first quarter of 2017 and second quarter growth was revised to 

3.1%, the advance estimate of third quarter growth is 3% despite the disruption of hurricanes Harvey and Irma. 

The components of growth were not so positive namely inventory growth and a fall in imports, lower investment, 

consumption and construction spending.   

UK growth was confirmed at only 0.2% in the first quarter of 2017 (1.8% annual), in the second quarter the 

growth rate was confirmed 0.3%, over 12 months the rate is estimated at 1.5%.  Third quarter growth has been 

estimated at 0.3% (1.5% pa) Positive contributions came from Industrial Production and weaker contributions 

from services and construction.  

In Japan the first quarter the GDP annual growth rate was 1.5%, the second quarter was revised to 1.4% and the 

third quarter is estimated at 1.7%; this is the eighth straight quarter of expansion, 3q17 growth was boosted by 

Exports while private consumption fell for the 1st time in 2 years.  Eurozone annual GDP grew by a confirmed 

2.0% in the first quarter, and a revised 2.3% in the second quarter, the third quarter growth rate has been 

estimated a t 2.5%.   

I expect GDP to be stronger than the consensus estimates for 2017 and 2018 set out in the table above in all 

economies other than the UK where I believe GDP will struggle to beat consensus because of higher inflation, 

lower wage growth and a continued pause in medium and long term business investment. 
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Consumer Price Inflation 

Table 6, shows the consensus forecasts for Consumer Price Inflation in calendar 2017 and 2018 and my 

expectations in July and November 2017.   

Table 6: - Consumer Price Inflation forecasts - Consensus versus Advisor expectations 

% Change 

yoy 

2017 2018 

July November July November 

 Consensus AF Consensus AF Consensus AF Consensus AF 

US 2.1 2.4 2.1 2.3 2.1 2.4 2.1 2.3 

UK 2.7 3.0 2.7 3.0 2.7 3.0 2.6 3.0 

Japan 0.5 0.8 0.4 0.7 0.8 1.1 0.7 1.0 

EU 28 1.7 2.0 1.7 2.0 1.7 2.0 1.7 2.0 

Source: - Consensus Economics November 2017 

In line with the lower outcome for US inflation in the first half of 2017 inflation forecasts for the US have been 

revised down. I still expect that inflation will come in above expectations but I do not believe that this will be a 

surprise to any of the major central banks, therefore I do not see any unexpected changes in policy. 

I am reasonably comfortable to forecast higher than consensus inflation going forward from here into 2018.  I 

believe that central banks remain comfortable with the level of inflation and recognise that the developed 

economies have some way to go before growth will put pressure on inflation.  

Having said that I believe the outlook for inflation globally has changed after a long period of low inflation driven 

by weak economic activity in the developed economies and the deflationary influence on global goods prices 

from emerging economies.  As we move through the growth cycle it would be reasonable to experience a period 

of higher inflation arising from stronger developed country growth and a switch from exports to domestic 

consumption in the emerging countries. 
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4. Outlook for the securities markets 

Bond Markets 

In table 7, below I have set out my expectations for 3 month LIBOR interest rates and benchmark 10 year 

government bond yields, in March and December 2018.   They are not meant to be accurate point forecasts, 

more an indication of the likely direction of yields from where they are in mid-November 2017.  

Yields have moved sideways over the year to date as inflation and growth have moderated particularly in the US 

and the UK but the overall direction of government bond yields is likely to be higher over the year because 

growth and inflation is likely to be higher in 2018.  The US Fed has left rates unchanged since their meeting in 

June but I continue to expect that they will have increased rates twice more by the end of 2018,  as a result US 

bond yields could rise to around 2.70% by the end of the year.  Now that the Bank of England have taken back 

their 0.25% “insurance cut” following the referendum result in the summer of 2016, I do not anticipate any 

further changes in official rates in the UK, Europe or Japan over the same period.  The bond markets are 

expecting remarkably benign conditions going forward with almost no change expected in government bond 

yields for the next 12 months.  While the Central banks outside of the US are not yet raising interest rates they 

are reducing the level of QE and the beginning of Quantitative Tightening (QT) in the US could cause some 

volatility in government bond markets.  Japanese and German (the benchmark for Europe) government bond 

yields are currently negative out to 7 years, over the year these rates are likely to become less negative as the 

economies build on their economic recoveries. 

Table 7: - Interest rate and Bond yield forecasts 

% Current March 2018 December 2018 

    

United States    

3month LIBOR 1.41 1.50 1.75 

10 year bond yield 2.40 2.60 2.70 

    

United Kingdom    

3month LIBOR 0.53 0.50 0.75 

10 year bond yield 1.34 1.50 1.60 

    

Japan    

3month LIBOR -0.05 0.00 0.05 

10 year bond yield 0.03 0.10 0.10 

    

Germany    

3month EURIBOR -0.38 -0.07 0.00 

10 year bond yield 0.41 0.50 0.50 

    

Source: - Trading Economics; 10th November 2017 

 

Bond Market Recommendations 

Growth is still expected to remain above trend, the Fed is likely to raise rates in December 2017 and again next 

year and they will no longer be recycling coupons and principle repaid on their holdings of government bonds 
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purchased during the QE programme.  This is being referred to Quantitative Tightening (QT), therefore it remains 

appropriate to focus on US government yields as the main driver for higher global government bond yields.  

Balanced against this the Bank of Japan is keeping 10 year yields pegged at 0.1% as part of their QE programme.  

The resulting capital flow from the Japanese Government bond market to the US Government bond market is 

artificially keeping global government bond yields low.  At the time of writing this report US yields are slightly 

higher than the end of the third quarter and I continue to believe the overall direction of travel remains higher.  

Outside of the US and the UK, the central banks are still easing through QE, however these policies are coming to 

an end. Despite no change in official rates, government yields are like to move sideways with an upward tilt, but 

probably by less than in the US, until the Japanese end their QE programme 

In table 4 above I have shown how investing in non-government bond sectors could protect the DPF from the 

scale of negative returns that investment in gilts could result in. Equally with the benign outlook for government 

bonds and the increasing profitability of corporates, non-government bond yields are attractive on relative value 

basis despite the low level of spread.   Spreads are lower than they have been since the Global Financial Crisis 

(GFC) but appear to be reasonable value compared to their history prior to the GFC and the investment grade 

market is arguably better quality that it was before the GFC, however once QE has truly ended there has to be a 

risk that spreads could widen. It should also be remembered that gilts provide a hedge for the DPF’s potential 

liabilities and any further reduction in gilts may not be desirable at this stage.  I also know that the DPF is 

underweight duration, this combined with an underweight to bonds in general has and will continue to reduce 

the negative impact of higher gilt yields relative to the strategic benchmark allocation.   

I continue to believe that the DPF’s bond allocation should have diversified sources of bond market risk and 

return and that this can be achieved through allocations to Investment grade and sub-investment grade credit 

and to emerging market debt funds.  This can also be achieved by allocation to Multi-asset Credit Funds, but the 

accumulation of a position in these funds is subject to the opportunities being available and requires a lot of due 

diligence and careful research.  I continue to suggest increasing the allocation to Multi-asset Credit from 2% to 

neutral at 4% as soon as is reasonably possible.  Strategically I maintain my view that the fund should have a 

higher weight to corporate bonds, while I accept that tactically the current level of spread may not be attractive 

the overall level of yield relative gilts in benign environment argues for a neutral exposure. I therefore 

recommend that the weight should be maintained at neutral and if the spread over gilts increases an overweight 

allocation should be considered. 

UK Index Linked gilts remain some of the most expensive bond assets in the world, in absolute terms and when 

compared to inflation linked government bonds elsewhere.  However, demand remains high from corporate 

pension schemes and Insurance companies looking for safe long term Inflation linked returns.  The in-house team 

have maintained their position in US TIPS and this has added value both on an absolute and relative value basis. 

Overall I believe it is appropriate to be underweight this asset class and to continue to hold the position in US 

TIPS instead of UK Index Linked gilts. 
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Equity Markets 

Table 8 below, shows the dividend yield, earnings growth and price / earnings ratio forecasts, for 2017 and 2018 

provided by Citi Research. 

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

 

Country Dividend 

Yield 

Earnings Growth Price/Earnings Ratio 

Forecast period 2017 2017 2018 2017 2018 

      

United Kingdom 4.2 19.4 5.9 15.1 14.3 

United States 1.9 9.7 11.5 19.8 17.7 

Europe ex UK 3.1 17.9 8.8 16.2 14.9 

Japan 2.1 18.5 6.1 14.8 14.0 

     Source: - Citi Research, Global Equity Strategist, 4th October 2017 

Earnings growth has been revised lower in all regions for 2017 and 2018, reflecting analysts less optimistic 

outlook after such a good run in markets.  This may prove to be correct in the UK but less so in the US and the 

rest of the world. 

Equity markets have had a good year to date, supported by stronger, broader global growth that has driven an 

acceleration in corporate profits around the world.  As can be seen in table 8 above analysts’ forecasts of strong 

earnings growth for 2017 and 2018 look to be very much on course, having been supported by a wide range of 

positive second-quarter corporate results. As mentioned in the bond section above, the Macro environment is 

likely to remain supportive for some time and investor sentiment therefore positive.  However markets have 

been pushed higher and look fairly expensive relative to their long term average price/earnings ratio. As a result 

It may be worth becoming more cautious on level of return we can expect going forward as so much good news is 

in the price and there has not been a meaningful correction for a while. 

On a fundamental valuation basis the US is even more expensive than earlier in the year as is in aggregate 

Developed Market equity, whereas on a relative basis Japan fair value and Europe cheap.  Emerging equities also 

appear cheap relative to developed equities  The future prospects for UK equities remain mixed, the continued 

uncertainty over trade with Europe post Brexit means that many companies especially if the financial sector are 

close to implementing their contingency plans because they cannot wait any longer for an outcome from the 

negotiations.  However it should be remembered that the vast majority of earnings from the UK companies listed 

on the FTSE come from international rather than domestic activity.      

Equity Market Recommendations 

While more cautious after such a good run, in summary I have not changed my position since the last report and 

PIC meeting. I continue to suggest a 2% overweight to equity funded from bonds and that the strategic weight to 

UK equities should be underweight, despite the valuation a neutral position in the US would appear for now to 

remain appropriate,  I continue to recommend neutral exposure to Europe ex UK and a 1% overweight to Japan, 

Asia-Pacific and Emerging markets. 

As I have said before, it is difficult to underweight the UK equity market because it is the home market and at the 

end of the day the beneficiaries live in the UK.  But I am becoming increasing concerned about the low level of 
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real earnings growth, the level of consumer debt and the squeeze this could put on the UK economy.  This 

combined with poor pace of progress on Brexit could increase negative sentiment for UK assets and lead to a 

generalised weaker performance for UK equity relative to overseas equities.  On the other hand with over 60% of 

the earnings of FTSE 100 companies coming from overseas, provided this is reflected in the UK equity portfolio 

my concerns may not be an issue for relative performance.  With the uncertainty around Brexit and the likely 

continued poorer macro-economic news for the UK I believe a lower allocation is prudent. 

The US equity market is even more overvalued, but earnings growth remains positive and growth is higher than 

expected at 3% and inflation lower than expected at 2%.  Markets have become accustomed to Mr Trump’s style 

and his recent trip to Asia and heavy handed approach to North Korea has been hailed as a great success.  On 

domestic policy an agreement on fiscal spending and tax cuts creeps ever closer and he has appointed a 

“continuity” replacement as head of the US Federal reserve.  Despite the overvaluation it seems difficult to be 

underweight. I suggest staying with a neutral position. 

If the DPF had an active manager for European equity I would like to be overweight because I think the risks are 

well known and can be avoided by good country and stock selection, overall I believe the economy could 

continue to surprise on the upside.  However as the assets are managed passively I believe it is appropriate to 

remain neutral. 

The Japanese equity market has enjoyed a very strong run since the victory of Mr Abe with his snap election on 

the constitution in October. The economy continues to do well and on a fundamental value basis the market is 

now only fair value, but relative to the rest of the world but remains cheap, relative to its own longer term 

history.  It might be worth taking some profits after such a strong move (+16% in local currency terms since the 

end of September). But the domestic and regional economic fundamentals underpinning Japan equity market 

have not changed. I therefore continue to recommend an overweight position of 1%. 

Pacific Basin and Emerging Market Equity markets continue to perform strongly.  These economies are growing 

roughly twice as fast as developed economies and have positive domestic macro fundamentals, I believe that a 

1% overweight to both sectors can be justified for the long term. 

 

 

 

Property, Alternatives and Cash 

The Strategic benchmark is well diversified and contains an allocation to Property and Alternatives.  These areas 

of investment tend to be less liquid (more difficult to buy and sell) and require high levels of due diligence to 

ensure only the best opportunities are acquired.  The manager selection process is resource intensive, can be 

slow and once the manager is selected, deployment of committed cash can take a long time.  Despite this, the 

assets purchased have many desirable attributes for pension funds whose long term liabilities have call for a 

balanced portfolio of long term assets whose performance is dependent on diverse sources of risk and return to 

more traditional tradable asset classes such as bonds and equities. For instance alternatives can provide a 

cheaper way to access long term inflation linked cash flows than through index linked gilts.  Asset Allocation is 

increasing but remains below benchmark. It is also more appropriate to judge the performance of these asset 

classes on a longer term time horizon. 

The Property market has improved almost imperceptibly over the last year, while all the focus has been on the 

weakness of currency and the strength of traded equity markets, property values have steadily improved.  Which 
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again emphasises the need to be more long term in the approach to investment in property to avoid bouts of 

short term volatility.  I continue to recommend that a neutral overall weight to property be maintained and 

express a preference for being 1% overweight direct, against being 1% underweight indirect property.  I realise 

this is more difficult to achieve and I note that some progress has been made to increase the allocation.  The in-

house team’s approach of buying well researched, quality properties at the right price and minimising “voids” is 

likely to continue to be successful in future.  

Alternatives; the Strategic weight of Infrastructure has been increased from 3 to 5%, I am therefore happy to be 

neutral and I would also maintain a neutral allocation to Private Equity.  The demand / supply imbalance remains 

in place and the yield on high quality Infrastructure assets has fallen recently as some investors have made more 

aggressive bids in order to secure the available deal flow. I note that the allocation to both Infrastructure and 

Private equity has increased over the last year and that given current market conditions increasing the allocation 

further is likely to be difficult.  

Finally cash, because the Fund is cash flow positive there is no requirement to carry a large cash balance.  The 

current balance appears to still be quite high but it has declined over the year as committed funds have been 

taken up.  Much of the cash held is committed to fund managers that have yet to “draw down” their allocations 

for investments, further drawdowns will see the excess cash balance fall. 

The asset allocation set out in table 9, below shows the Derbyshire Pension Fund’s Strategic benchmark 

allocations and my recommended relative weights as of 14th August 2017 and 21st November.  My suggested 

asset allocation weights 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 to be taken by the investment managers to find correctly priced assets for inclusion 

in the Fund. 
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Table 9: - Recommended asset allocation against the new strategic benchmark set on 1st April 2017  

 

% Asset Category Derbyshire Strategic 

Weight 1st April 2017 

Anthony Fletcher  

14th August 2017 

Anthony Fletcher  

21st November 2017 

    

Total Equity 58 +2 +2 

    

UK Equity 25 -1 -1 

    

Overseas Equity 33 +3 +3 

    

North America 12 0 0 

Europe ex UK 9 0 0 

Japan 5 +1 +1 

Pacific ex Japan 4 +1 +1 

Emerging markets 3 +1 +1 

    

Total Bonds 22 -2 -2 

    

Conventional Gilts 5.5 -1.5 -1.5 

UK index Linked 6.5 -2.5 -2.5 

US TIPS 0 +1 +1 

Non-government 6 0 0 

Multi-asset Credit 4 +1 +1 

    

Total Alternatives 18 0 0 

    

Infrastructure 5 0 0 

Private Equity 4 0 0 

Direct Property 5 +1 +1 

Indirect Property 4 -1 -1 

     

Cash 2 0 0 

 

 Anthony Fletcher 

21st November 2017 
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