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Welcome
Welcome to our winter edition of Investment
Perspectives.
In my introduction last quarter, I said that it might be the
time for keeping some powder dry as better opportunities
would probably exist sometime next year. Well Christmas
came early, and the New Year certainly delivered lower
entry prices for equities and higher yielding bonds. Rather
like New Year sales, there may not be too many real
bargains out there, but it is worth a look.
Property was perhaps the most resilient of the “growth”
assets through 2018, delivering another year of steady
positive returns. However, that does leave us more
cautious of core property starting from here (the final
article by Adam Porter provides more thoughts on this
subject).

Instead, we have tried to focus on outcomes that we can
influence. In addition to our quarterly market commentary,
we cover three topical articles:
• Elaine Torry and Ross Fleming take a look at some of the
topics you may wish to have on your business plan for
2019, including looking at different investment
governance models;
• Chris Arcari digs into some of the changing composition
of credit markets and what this means for investors; and
• Adam Porter provides his thoughts on what is happening
in the UK property market and what opportunities that
may present.

I am sure most of you reading this enjoyed a brief respite
from Brexit over the Christmas and New Year holidays.
Best wishes all for 2019.
We provided our thoughts to many of you in recent
months through a series of Brexit scenarios, so you will be
pleased to know that we have kept our comments very
sparse in this edition of Investment Perspectives despite it
being one of the most puzzling, frustrating and yet hugely
important issues facing this country.

Andy Green
Chief Investment Officer
andy.green@hymans.co.uk
0131 656 5151
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Capital markets update
The economic outlook has moderated in recent months
and while global growth is still reasonable (see Chart 1),
consensus forecasts suggest a modest slowdown in 2019.
US growth remains robust but is expected to peak in the
first half of 2019 - waning fiscal stimulus, tightening policy
and uncertainty around China-US trade tariffs (despite a
temporary truce being reached) will contribute to slowing
growth in 2019. Eurozone GDP growth forecasts have
been revised lower following lacklustre figures in Q3 and
as uncertainty on trade and political tensions grow. In
addition, fears of a slowdown in Chinese growth have
materialised recently as GDP growth in Q3 missed
expectations and China’s manufacturing sector
contracted for the first time in 19 months in December.
Despite UK growth reaching its fastest quarterly pace in
almost 2-years in Q3, elevated Brexit uncertainty leaves
UK growth at modest levels.

In general, headline inflation is forecast to fall in most
regions in 2019. The gyrations in oil prices would be
expected to impact headline figures, but core inflation
measures have remained relatively stable. UK inflation has
continued to fall as 2016 exchange rate effects continue to
fade, though Brexit and its impact on Sterling could move
inflation either way.

Manufacturing data, as measured by manufacturing
purchasing managers’ indices, are consistent with a
moderation in growth. Gauges have fallen in the US,
Eurozone and China. UK manufacturing survey data
recorded its most positive reading since June, though this
likely reflects purchases made in advance of Brexit.

After drifting higher over the course of 2018 to midOctober in-line with US yields, conventional gilts fell in
lock-step over Q4 (Chart 2) as US yields dropped in
response to concerns around growth and less hawkish
sentiment from the Fed. Index-linked gilt yields neared
record lows in December and implied inflation (as
measured by the difference between conventional and
index-linked gilt yields) reached its highest level since Q1
2017. Whether this reflected fears around Brexit outcomes
or driven by specific hedging demand and market liquidity
is unclear, although the retreat from these troughs / peaks
suggests it may be more the latter.

In light of heavy stock market falls and fears of slowing
global growth, rhetoric from the Fed has become a little
less hawkish, raising rates for the fourth time in 2018 at the
December meeting but paring back forecasts for the pace
of future rises. As expected, the ECB announced it will
end QE purchases in December, though rates will likely
remain in negative territory until at least late 2019 against a
backdrop of softer realised growth and inflation.

Government bonds

Chart 1: GDP growth, % change on a year earlier
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Chart 3: Global A-rated corporate credit yield spreads
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Other bonds

Global credit markets sold-off in the final quarter of 2018,
returning yield spreads above long-term median levels in
investment-grade markets (Chart 3). Despite improving
valuations, we retain a degree of caution given the very
low level of underlying gilt yields, which will limit absolute
returns. Yield spreads between Sterling and equivalent
Global credit indices are in-line with historic norms,
suggesting there is little significant regional opportunity
other than the usual benefits of diversification.
In the high yield bond market, falling leverage and
measures of debt affordability near all-time highs suggest
the possibility of a material pick-up in defaults in the
near-term looks remote. Large increases in credit yield
spreads in Q4 have, in general, returned valuations in
speculative-grade credit markets to more neutral levels.
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Global corporate A-rated credit
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Source: ICE Index Platform

Equities

Global equity markets took a sharp turn lower at the start
of Q4 as 10-year US treasury yields climbed to 3.2%.
Declines resumed in December as tighter monetary
policy and concerns over the sustainability of the pace of
global growth came to the fore.
The fundamental backdrop remains supportive for equity
markets, however, earnings momentum is expected to
fade with US fiscal stimulus waning as the Fed continues to
normalise rates and wage inflation continues to rise.
The price falls in equity markets, combined with earnings
growth that has outpaced global indices since early 2017,
returned global equity valuations back below long-term
averages (Table 1). Our move to an overall neutral view on
equities masks significant disparity in regional equity
valuations. UK and Emerging markets are below historical
averages while US equity valuations remain at a premium
(Chart 4), albeit less so after the recent market moves.

Table 1: MSCI index valuations as at 31 Dec 2018 (long-term averages shown in brackets)
P/E trailing

P/E Shiller

World

16.1 (17.7)

20.4 (21.3)

US

18.4 (18.0)

25.3 (20.1)

EM

12.0 (14.5)

12.3 (15.7)

UK

13.2 (14.2)

14.0 (15.0)
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Chart 4: Regional equity cyclically-adjusted price-to-earnings ratios versus World
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The UK property market continued to slow in Q4 as
aggregate capital values, which fell for the first time since
September 2016 in November, slipped further in
December, driven by falling capital values in the retail
sector and slowing growth in the industrial and office
sectors. Rental growth also turned negative in December,
with positive growth from industrials and offices no longer
outweighing the increasingly negative rental growth from
the structurally challenged retail sector. Despite a
deteriorating fundamental backdrop, low property yields
remain near historic lows and now look stretched relative
to UK and Global equities. Overall, this leads us to
become more cautious on property.
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Conclusions

Recent market moves may have been triggered by fears of
a worse economic slowdown than is yet reflected in
consensus forecasts, but the corrections came in most
cases from extended valuation levels. The risks to a
moderating pace of growth remain skewed to the
downside. The fading fiscal stimulus in the US, potential
escalation of US-China trade hostilities, Eurozone politics
and Brexit all pose potential headwinds to global growth in
2019.
We would therefore be happy to keep a little bit of cash in
reserve to exploit any further corrections. In growthoriented portfolios, we would be looking to shift away
from property in favour of equities. In income-generating
portfolios, we would have a bias to nudge up credit
exposure and think that the best opportunities still lie in
private debt markets.

Chris Arcari
Investment Research Consultant
chris.arcari@hymans.co.uk
0141 566 7986
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Hot topics for DB schemes
in 2019
What should be at the top of trustees’ investment and
governance agendas in 2019?
As trustees seek to navigate a market backdrop that is no
less challenging than in 2018, there are some “must do’s”
that schemes should have on their business plans and
there should also be some time set aside for considering
industry developments, and whether they might be
appropriate.

Responsible investment regulations

The pace of regulation around responsible investing has
quickened considerably over the last year. New
regulations for occupational pension schemes introduced
in October 2018 require all trustees, by October 2019, to
set out more explicit policies on addressing financially
material considerations, including Environmental, Social
and Governance (“ESG”) considerations and climate
change.
The UK has already implemented IORP II, a new European
Pensions Directive in January 2019, which shifts the focus
of pension schemes from effective “internal controls” to
establishing and operating an “effective system of
governance”. This would include, among other things,
consideration of ESG factors in investment decisions.
Regardless of their views on Responsible Investment, it is
an issue that pension scheme stakeholders must now
address with increased diligence.

Strategic risk management and
implementation governance options

As schemes mature, and in many cases, as they become a
legacy rather than an integral part of employee pay,
trustees and sponsors are looking for efficiencies in the
way they manage their schemes, including all aspects of
governance. Investment is by no means exempt from this.
Traditionally, in an investment advisory model, an
investment consultant is employed to provide advice on
the strategic and implementation aspects of how the
assets are to be managed, while trustees retain control of
decision making.
6 Investment perspectives

There are now a wide range of partially and fully
outsourced models that some trustees may find provide a
more suitable balance to meeting their governance needs.
We highlight some below:
• Fiduciary management provides trustees scope
to outsource all aspects of implementation, albeit
they cannot get away from the need for some
oversight of what the fiduciary manager is doing on
their behalf. Strategy still typically relies on some
trustee input and decision-making.
• A platform solution can be seen as a route to
accessing something halfway between traditional
advisory and fiduciary management models,
offering the investment administration
simplification of the implementation, while
retaining full implementation decision-making.
• A scheme can transfer risk as well as decisionmaking by passing responsibility for payment of a
proportion or all of its liabilities to an insurer. These
annuity settlement transactions (buy-in or
buy-out) transfer the risk of assets failing to meet
liabilities as they fall due to an insurance company.
As outlined in our recent Autumn 2018
Investment Perspectives, we do not see this
trend reversing anytime soon.
• An alternative to the insurer risk transfer route is the
consolidator. In this case, a scheme’s assets and
liabilities (and associated risks) are transferred to
the consolidator (see Figure 1), typically a large,
sectionalised scheme that accepts transfers from
existing DB schemes. A cash injection is also
usually required from the employer / sponsor as
part of the transfer to provide the capital buffer the
consolidator requires to cover the risks taken on.
This new approach will not be suitable for all
schemes, but an increase in the range of options is
welcome.

Figure 1: Example transfer to consolidator (showing funding sources)

Employer
covenant

Scheme
Liabilities

External
capital

Transfer
Assets
& Liabilities

Standalone Scheme

Cashflow-driven investing (CDI)

CDI is a strategy for investing in assets that deliver
relatively predictable cashflows, structured to meet
benefit payments from income and maturity proceeds,
rather than sales of assets.
A natural baseline for a low risk CDI portfolio would be to
use a combination of gilts and high quality corporate
bonds. However, this would result in a return only
marginally in excess of gilts, and is likely to prove too
expensive for all but the best funded schemes. Instead, it
is possible to deliver an enhanced return over gilts with a
high level of confidence by investing in a portfolio of
diversified income assets such as infrastructure and
property, capturing risk premia from credit, illiquidity and
complexity.

Sponsor
Funding
Scheme
Liabilities

Scheme
Assets

All trustees should consider from time to time whether
their current risk management and governance
arrangements remain appropriate for their current
circumstances. This article just provides a flavour of some
alternatives that are available.

Sponsor
Funding

Scheme
Assets

Transfer to Consolidator

As the CDI strategy cashflows and return profile are
predictable, it is possible to align it with the funding plan to
provide an integrated risk management framework, i.e.
setting a discount rate based on the CDI asset yield (with
an appropriate haircut for default risk) rather than using a
fixed “gilts plus” approach.

Brexit

Sorry, but there is no getting away from it! At the time of
writing (mid-January), we are no more certain about the
outcome of the Brexit process than at any point since the
June 2016 referendum, even though the UK is still set to
leave the EU on 29 March 2019. The long term nature of
pensions means that trustees and sponsors should be
careful to avoid knee-jerk decisions. But against the
backdrop of the current uncertainty, trustees and
sponsors will want to understand the risks and how best to
manage them over the coming months.

CDI becomes increasingly relevant as schemes mature.
Most schemes should be at least planning the type of
approach that best fits their circumstances, or even
looking now at implementation options.
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The type of Brexit that will be faced by the British people
is still hugely uncertain. Initially categorised into three main
categories: ‘soft’, ‘hard’, and ‘no-deal’ Brexit, this formed the
basis of scenario analysis we carried out last year.
However, the option of no Brexit (“remain” or some form of
it) is also now a realistic contender, increased in likelihood
following the rejection by Parliament of Mrs May’s
proposal.

Conversely, a no-deal outcome is generally taken to mean
that UK will trade under World Trade Organisation
(“WTO”) arrangements and is viewed as disruptive: UK
growth forecasts for 2019 would be expected to be cut
below 1% and some envisage a recession or nearrecessionary environment. A spike in UK inflation would
be expected, driven by currency weakness. The view that
a no-deal Brexit will cause short-term economic
disruption is relatively uncontroversial. It is also the
Until December, most forecasts were still based on the
consensus view that a no-deal Brexit will be bad for UK
central assumption that there will be a Withdrawal
growth over the long term, but we note that views on this
Agreement about as soft or even softer than the Chequers are far from uniform. One other plausible Brexit-related
proposal. Reflecting this, domestic market movements
event that may arise is the end of the current government
have largely followed global trends in recent months,
and its replacement by Labour; generally viewed as a
rather than been driven by specific Brexit risk, and the
negative outcome for the City. While a ‘no Brexit’ option
Consensus Forecast for UK GDP growth in 2019 is 1.5% (i.e. would be considered business friendly, it has other
higher than 2018) and UK CPI inflation is expected to be a
potential repercussions.
little above 2%.

Investment agendas for 2019

If you would like to explore any or all of the above themes
in further detail, please get in touch with your Hymans
Robertson investment consultant. We will also aim to
keep you in touch with developments of these themes
and with any new key issues that arise to ensure that your
agendas remain up-to-date throughout 2019 and beyond.
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Ross Fleming

Elaine Torry

Co-Head of Trustee DB

Co-Head of Trustee DB

ross.fleming@hymans.co.uk
0141 566 7693

elaine.torry@hymans.co.uk
0141 566 7952

Update on credit markets
As pension funds de-risk, they have been shifting to
higher weightings in bonds generally, and typically
holding more credit. While credit spreads may have
risen back to median levels or even above them, it is
important to understand the dynamics of the
composition of credit markets.
In this article, we take a brief look at both investment grade Concentrating on the corporate sector of IG credit, one
(IG) markets and the sub-investment grade syndicated
particular feature has been a significant rise in the
loans market.
proportion of bonds rated BBB. Chart 5 shows the
change in the sterling market, but this has been a global
Shifting credit quality in investment-grade
trend.

credit markets

The last decade has seen a general reduction in the
average credit rating of global IG credit markets. Within
the sterling non-gilts market, we have seen a move from an
average rating of AA to A. A number of factors have
contributed to this trend:
• Shifts in the issuer base, notably falling issuance by
typically high-quality Sovereigns and Supranationals;
• Lower-rated credits, recovering from depressed
valuations in the credit crunch, have outperformed the
broad index over the last 10 years; and
• A significant level of downgrades of IG companies,
particularly following the credit crunch and in the wake
of the sovereign debt crisis in Europe.

Concerns have been raised that a less supportive interest
rate background and signs of easing in global growth could
lead to a pick-up in ratings downgrades and, given the
weight of BBB-rated issues, this could easily translate into
an increase in numbers transferring from investment-grade
to speculative-grade.
As noted in the Capital Markets Update, even if the overall
credit quality has deteriorated, the spreads available on
like-for-like credit look reasonable; A-rated credit spreads
are above their 20 year median, and is as high as it has
been in the last 5 years, bar a spell in early 2015.

Chart 5: Rating distribution of the Sterling IG corporate sector of the Sterling Non-Gilts Index1
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This said, there are two actions worth considering:
• In respect of downgrade risk, investors whose IG credit
exposure is actively managed may wish to check
procedures in place to deal with bonds that lose IG
status. For example, it may be appropriate to allow
some flexibility to avoid the forced selling of bonds at an
inopportune time.
• Investors with passively managed IG credit exposure
will be forced sellers when bonds lose IG status. They
may wish to review whether such a passive approach
remains appropriate. Low-cost active approaches, such
as Buy-and-Maintain, which allow investors more
control over credit quality and duration, could be
considered as an alternative.

An increasingly “cov-lite” loans market

The syndicated leveraged loans market has grown from
less than 60% to over 80% of the size of the high yield
bond market in the last 5 years. In part, this has been
fuelled by issuance related to a boom in merger &
acquisition activity. In addition, high demand for floating
rate assets has led some larger companies which might
have issued high yield bonds in the past to issue loans
instead.

Concerns have been expressed not only about rapid
growth – the Bank of England recently added its voice to
the cautionary chorus – but also about some aspects of
the quality of the market. The leverage levels of senior
loans, typically based on adjusted earnings before interest,
taxes, depreciation and amortisation (EBITDA), are high by
historic standards (Chart 6). This has been facilitated by a
significant increase in the proportion of “cov-lite” loans,
which have looser creditor protections. These typically
allow higher leverage and exclude safeguards against the
erosion of value in the issuing company in advance of
default.
The rating agency, Moody’s, suggests that capital losses in
the event of default will, on average, be higher than historic
experience. Even where covenants remain in place, they
are not always as tight as they have been: for example, the
use of “add-backs” – the exclusion of some corporate
costs to enhance EBITDA and thus lower measured
leverage – is on the rise.

Chart 6: US Leveraged Loan and US High Yield leverage levels2
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JP Morgan: Leverage is the level of debt expressed as a multiple of
EBITDA
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There are positives which should act as an offset against
the deteriorating fundamentals. In general, corporate
earnings remain strong and interest coverage, a measure
which determines the ability of a company to service debt
out of profits, has remained stable (it is close to an all-time
high in high yield bond markets). This provides a buffer
against higher borrowing costs if interest rates or yield
premiums rise.
Regardless of the changes to the overall quality of the
loans market, active assessment of the fundamental
strength of individual borrowers to service their debts
remains key to investing in speculative-grade credit
markets. We continue to advocate that most investors
should get exposure to this area via multi-asset credit
approaches, where active managers can exploit relative
value in a diversified global portfolio including both high
yield bonds and leveraged loans. We also note that if the
deterioration in security and covenants within the
syndicated loans market is as a result of companies issuing
loans rather than high yield bonds, the combined market,
which is the universe of multi-credit managers, is largely
unchanged – there is just more floating rate and less fixed.

Conclusion

Downward shifts in market ratings or structure do not
automatically render credit markets unattractive. It
depends whether you are being rewarded more for the
decline in credit quality. However, it would be imprudent
to ignore the implications that lower credit quality may
have for downgrades, defaults and capital loss. Investors
should ensure that their assessments of value reflect the
market risks and that the nature of their exposure remains
appropriate for their own circumstances and that it is
managed appropriately.

Chris Arcari
Investment Research Consultant
chris.arcari@hymans.co.uk
0141 566 7986
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Challenges and opportunities in
UK property
UK property proved resilient in 2018, but a solid
overall performance masks increased divergence
across the three main sectors.
The stable income returns that investors receive from
underlying rents proved valuable in an uncertain year for
financial markets. The total return delivered by UK
property in 2018 (as measured by the MSCI UK Monthly
Property Index) was a healthy 7.3%, of which 5.1% came
from income. However, the overall market is currently
seeing a slowdown in rental growth and valuations are
expensive in absolute terms following strong returns over
recent years. Many are forecasting some level of capital
value declines over the next one or two years. Tougher
times for the market as a whole would mark a change for
the industrial and, to a lesser extent, office sectors, but a
continuation of the recent trend for retail (Chart 7).

The retail sector suffered one of its worst years in 2018,
with many household names struggling with the structural
change in consumer shopping habits. Disruption from
online retailers continues to wreak havoc amongst
traditional high street retailers. This has resulted in a
number of high profile administrations, with names such as
House of Fraser, Toys ‘R’ Us, Maplin, Carpetright and
Homebase hitting the headlines. Poor performing stores
have been shut and rents have been reduced through
company voluntary arrangements (CVAs) – an agreement
a company strikes with its creditors to reduce its debt
obligations.
The impact of CVAs and administrations on overall rental
incomes has been fairly muted for the sector as a whole,
although rents did fall last year. Nor have vacancy rates
risen sharply – MSCI measure them as below their 10 year
average. We do not believe that these measures have yet
fully reflected the stress in the sector – survey evidence
from the RICS suggests the amount of available retail
space has shot up in the last year or so.

Rolling 1 Year Rental Growth (%)

Chart 7: Rental Growth (by Sector)
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Disruption within property is not just confined to the retail
sector – the office sector has seen new entrants like
WeWork, who provide modern, shared office spaces,
challenge the traditional model. The office sector, which
is heavily skewed to London, has stabilised over the last
couple of years following a turbulent 2015 and 2016 where
it initially slowed then fell sharply following the Brexit vote.
However, ongoing fears around Brexit mean the sector is
susceptible to further stress if the UK’s exit from the
European Union remains messy.
While disruption is always a threat, it also provides
opportunities; we do not believe that the retail sector is
forever doomed, nor will businesses stop renting office
space for their workers. While we might expect to see a
challenging period over the short term, we might also see
a significant spike in the number of retail and office
properties converted into alternative uses over the
coming years.
Rental growth remains healthy in the industrials sector,
which has boomed over recent years, ironically within
logistics assets which have been required to facilitate the
growth of online shopping. The buoyancy in logistics has
been at the expense of traditional high street retailers and
we see this trend continuing. Although the valuation of
industrials in general and logistics assets in particular, has
increased significantly in recent years, it continues to be
underpinned by a lack of new supply.

Alternative options

Given the headwinds facing the UK property market from
tougher trading conditions, we are seeing increased
demand from clients looking for options on how to
position their property portfolios. The vast majority are
exposed to UK core property but there are a range of
options available that could help diversify property
allocations. These include:
• Value-add UK property – given the disruption facing
areas of the UK market, there is potential for skilled
property investors to exploit structural change through
changing the use of a property (e.g. turning a retail
property into a leisure property). Value-add strategies
tend to require more intensive asset management and
are typically riskier than core investments, but the
potential for strong capital growth may suit clients willing
to take more risk for a higher return.
• Secure income property – these are strategies that
specifically invest in assets that are let to tenants on long
duration, and frequently inflation-linked, contracts. This
rental income can be thought of as far more defensive
than typically received in a core balanced portfolio.
• Residential property – UK pension schemes have
typically focused on UK commercial property.
Exposure to the residential sector has been limited but
is growing as the number of dedicated residential
strategies and options in the sector expand. Initially
clients were investing in student accommodation and
private rented build to rent; we are now seeing more
options in affordable housing.
• Overseas property – we have seen an increase in
appetite from our clients to seek exposure to property
outside the UK (normally in North America, Europe and
Asia) to complement their UK property investments.
We have seen an increase in managers that are able to
offer global approaches.
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Closing thoughts

The impact of the troubled retail sector on a pension
scheme’s UK property investments varies by the chosen
strategy, but those with larger allocations to the retail
sector will likely have underperformed those that are tilted
further away from the retail sector. Tough trading
conditions such as those currently being seen in the retail
sector may weigh on the market, but they also provide UK
property managers with the opportunity to showcase
their strengths and prove the quality and skill of their
decision-making as higher quality assets are much better
placed to withstand structural headwinds. While we
expect volatility to increase over the next couple of years,
there remain opportunities that investors can seek to
exploit to navigate choppier markets and deliver solid
returns.

Adam Porter
Investment Research Associate Consultant
adam.porter@hymans.co.uk
0207 082 6243
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Market returns to
31 December 2018
Yield
% p.a.

Returns to 31 December 2018
(sterling, % p.a.)
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-
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Source Datastream:
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If you would like to find out more about any of the topics discussed in this publication, please contact your usual
Hymans Robertson consultant or:

Andy Green
andy.green@hymans.co.uk
0131 656 5151

Graeme Johnston
graeme.johnston@hymans.co.uk
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