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No... 
This isn’t another 2020 forecast.

T  his edition of Vista contains six short articles, hand-picked 
content from our internal experts covering a range of themes 
across strategy, asset classes, and other viewpoints that we 

think will be most relevant to you. You can always count on our 
pieces to be independent – we say what we really think because 
we have no links to asset management products. In a world with 
too much complexity we always look to boil difficult issues down 
to their key components and help you focus on what really matters.

We hope you enjoy this new issue of Vista. Please do tweet  
or send us feedback or ideas for future editions. We would love  
to hear what you think.

Dan Mikulskis 
@LCP_Actuaries 
@danmikulskis

Enjoy, 
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Investment strategy  
in an era of event risk

ate at night on 8 November 2016 billions of pounds were wiped from stock markets around the 
world as a risk that had been talked about for months began to materialise and markets reacted in 
shock to an emerging Donald Trump victory. However, just a few hours later as US markets opened 

the day after, a turnaround had begun one of the most profitable 3-year periods of recent times with the 
S&P 500 surging over 40% to new all-time highs. 

It has become almost cliché to say this, but as we look back on the decade of the 2010s there  
was no shortage of potentially worrying, dramatic events that grabbed headlines, and rattled 
investors’ confidence.  

A good strategy helps long-term investors ignore headlines

L

Dan Mikulskis
Partner

dan.mikulskis@lcp.uk.com
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However, looking back, the decade represented 
one of the best ever for equity investors, with 
a £-Sterling-based buy and hold investor in a 
FTSE World index tracker or similar having earnt 
total returns around 200% over the decade. 
Selling out of equities in the face of one of these 
many crises might have seemed a reasonable 
thing to do at any of these points in response 
to the risks, but it would have also come at a 
significant cost in terms of returns. This isn’t 
just hindsight talking, for investors pursuing a 
long-term, growth-oriented investment strategy 
a good deal of evidence supports staying 
invested over time to earn maximum returns.

That is not to say we should block out all news 
and new information – that would be a little 
irresponsible, but we need to set a high bar 
for changes to our portfolio and evaluate all 
new information or oncoming event risk in the 
context of the framework. For example; 
• Does it change my objective? 
• Does it change my expectations for future 

asset class returns?
• Does it reveal an unrewarded risk in the 

portfolio not previously recognised  
or understood? 

• Does it call into question the appropriateness 
of underlying managers? 

• Does it offer opportunities to allocate into 
new areas to better meet my objective?

When it comes to stock market levels and bond 
yields, these get factored into estimates of 
future return levels when assessing the strategic 
asset allocation, and whether it remains on 
track for objectives. 

Where particular sectors, markets or countries 
have suffered from negative news the question 
to ask is “what has this done to expected future 
returns?” Perhaps they are lower, so the asset 
class should be removed from the strategy 
or perhaps this area now offers an attractive 
opportunity in terms of long-term expected 
returns. 

So, there you have it. Our advice for investing 
in a time of event risk might not be the most 
exciting, but it’s based on what we’ve seen 
work over decades advising hundreds of clients. 
The details are important too of course, but 
when we look back in another 10 years’ time 
we can be fairly sure that whatever unexpected 
events have come to pass, the five short steps 
above will have driven the bulk of investors 
returns. Simple, but not easy.  

4.
Delegate the necessary investment 
management decisions to managers

3.
Set guardrails such as 
allocation ranges around 
the SAA and a risk budget

2.
Let your objectives 
and risk appetite 
guide the setting 
of an appropriate 
strategic asset 
allocation (SAA)

5.
Review what’s  
happened, does the 
strategic allocation 
remain right for the 
objectives? Adjustments 
may be necessary  
or desirable

1.
Determine your long-term  
investment objectives

SIMPLE BUT NOT EASY. A framework for staying on track in a noisy world

Repeat

“How then to exercise due 
vigilance and be a prudent 
steward of assets, without 

drowning in the noise and being 
triggered into knee-jerk reactions 
that can be value-destructive?”

There are always reasons to be bearish though, 
and with today’s 24-hour, social media fuelled 
news-cycle of shock clips, talking heads and 
headlines this poses a serious problem for the 
long-term investor. “If it bleeds, it leads” (ie, bad 
news attracts more attention than good) has 
never been truer. 

How then to exercise due vigilance and be a 
prudent steward of assets, without drowning 
in the noise and being triggered into knee-jerk 
reactions that can be value-destructive? This 
is the dilemma faced by many a long-term 
investor. The answer is simple, but like many 
important things in life, not at all easy. 

Follow a straightforward framework, a process 
(pictured to the right), and stick to it.
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he small Scottish seaside town of 
Kirkcaldy 12 miles north of Edinburgh is 
an unlikely bellweather in the investment 

environment for UK property. But as dusk fell 
on 11 January this year the town’s Debenham’s 
became one of the first of the chain’s stores 
to close under the terms of the Company 
Voluntary Agreement (CVA) reached last year. 
The town had already lost a BHS and Marks 
& Spencer stores. These are just the latest 
examples of a long-running trend that has seen 
over 400 companies, and 19,000 stores shutter 
in the UK high street over the last decade, 
creating headaches for property investors. 

The outlook for some traditional UK property 
investment – notably in retail spaces - is 
gloomy. Added to that the structure of the 
funds themselves, compared to the underlying 
investments, could compound the problem. 
With the risk of potential headwinds on 
the horizon, a key concern is that higher 
redemptions could increase the risk of some 
funds imposing 'gates' (restricting redemptions 
due to the inability to liquidate holdings to 
satisfy outflow requests). History tells us that 
being stuck in a fund that is managing liquidity 
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Bricks and mortar
High street decline signals testing times in UK property
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1 Do you only hold a single fund? If so, 
you may be more exposed to a damaging 
redemption run compared to those  
holding several funds.

2 Does your fund allow daily dealing? The illusion 
of daily liquidity gives less control to managers 
dealing with redemptions which can increase the 
risk of gating (as we’ve seen with daily-priced 
property funds for retail investors, like M&G’s 
fund that suspended in December 2019).

3 Are only UK pension schemes invested in the 
fund? Funds with better-diversified investor 
bases (including investors abroad attracted  
by weaker sterling) are often more stable.

T

If the answer to any of the above is ‘Yes’, it is 
worth taking time to consider your options.  

issues can be damaging  
to returns.

Looking ahead, if you hold a traditional  
UK property fund you should be asking  
three questions:

Andy Jacobson
Principal

andrew.jacobson@lcp.uk.com

THE DECLINE OF THE UK HIGH STREET IN NUMBERS

Source: MSCIYear to Income return Capital growth Total return

30/09/2019 4.5% -2.2% 2.1%

FALLING CAPITAL VALUES HAVE CAUSED DECLINING UK PROPERTY RETURNS
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Stick or twist?
What you do in 2020 should depend on your 
time horizon, your performance experience  
and the nature of your property allocation. 

For some, it may be worth reducing your 
allocation - particularly if you expect to reduce 
exposure to growth investments in any event 
over the next few years. For example, a UK 
pension scheme with a pre-defined de-risking 
plan is well placed, in my view, to bank some 
of the strong performance experienced from 
property in the last 10 years.

However, if you take a longer-term growth view, 
and stomach the risk of some volatility, there is 
opportunity in maintaining exposure (especially 
given the high costs of moving in and out of 
property). With gilt yields so low, additional 
yield from rental income has never been more 
attractive. Vacancy levels are still relatively low, 
and unlike the 2007-crisis the market is not 
overburdened with unmanageable debt or  
too much development.

If you are in for the long-haul however, it is 
worth considering how you are allocated, and 
what options are available to weather volatility 
if it occurs. 

Diversify 
Single fund allocations leave open the risk 
of severe underperformance if there is a 
redemption run. Using a fund-of-funds, which 
holds several underlying property funds, 
limits the impact on returns if any one fund 
experiences liquidity issues. It also allows 
you to tap liquidity from secondary market 
brokers and, based on current trading, spread 
allocations across several funds for minimal (or 
in many cases no) upfront transaction costs. 

Going global is another way to diversify. 
Accessing well-established, mature pools of 
global property (preferably in open-ended 
funds with lower gearing) reduces risk, as 
opportunities and returns tend to reflect 
idiosyncratic local issues in each region or city, 
rather than broad macroeconomic trends. For 
example, Brexit does not influence property 
valuations in Melbourne. Some funds allow 
investment at the NAV price (with transfer taxes 
spread within the fund) reducing upfront costs. 

Focus on income 
Properties with long-term contractual rental 
income should fare better if the market 
deteriorates (although will not be  
completely immune). 

They benefit from pre-agreed rental uplifts 
(fixed or inflation-linked for several years), 
tenants with higher credit ratings or security 
in the structure (eg ground rents). There 
are several well-established funds available, 
although some have long queues. We are 
also seeing some specialists launch funds in 
interesting niche areas, like smaller lot size 
properties, social and affordable housing, 
shared ownership, elderly or supported living. 

Lend or own? 
Another option is to provide lending to the 
owners of these assets rather than owning 
directly. Real-estate backed lending is another 

attractive area. Backed by ‘bricks & mortar’ 
property, these funds deliver contractual  
cash-flows, and should be less exposed  
to a downturn than corporate lending  
or traditional property funds. 

In the end it really comes down to your objectives 
and your long-term asset allocation. Now could 
be the time to exit if property is unlikely to be 
a long-term feature of your portfolio. For those 
who see property as a long-term part of their 
real asset growth portfolio -and there are good 
arguments behind that view- diversifying or 
shifting focus to stable income properties is 
something to bear in mind.  
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Issuer Amount 
Issued (bn)

Issue  
Currency

USD Eqv. 
(bn)

Sector Country

Dutch State Treasury 
Agency

5.99 EUR 6.66 Energy, Buildings, Transport, Water

KfW 3 EUR 3.36 Energy, Buildings

Industrial Bank Co., Ltd. 20 CNY 2.91 Energy, Buildings, Transport,  
Water, Waste

Republic of France 2.47 EUR 2.77 Energy, Buildings, Transport,  
Waste, Land Use, A&R

ACWA Power  
(Silk Road Fund)

2.69 USD 2.69 Energy

ICBC 2.5 USD 2.5 Energy, Transport, Water

Societe du Grand Paris 2 EUR 2.27 Transport

Republic of Poland 2 EUR 2.24 Energy, Transport, Land Use

National Treasury 
Management Agency

2 EUR 2.21 Energy, Buildings, Transport, Water,  
Land Use, A&R

KfW 2 USD 2 Energy, Buildings

Climate change comes  
to the bond market 

carves don’t usually tell such a clear story. When Larry Fink (BlackRock’s CEO) sat down for an 
interview with Bloomberg in Davos earlier this year, his scarf had already broadcast his message 
before he uttered a word. The pattern of blue and red stripes on his fashion accessory was 

actually a representation of the increasing global temperatures year by year. 

The implicit message, which had been earlier made explicit in his influential letter to CEO’s, was clear: 
sustainability is moving to the centre of how we invest. Investors, and the industry that serves them, 
have a role to play in addressing big global challenges, like climate change. The big question, once all 
the private jets were long departed from the Swiss resort, is how exactly can investors do that, while 
still meeting their investment objectives and fiduciary responsibilities. 

Equity, and real asset investments usually get discussed but here we look at fixed income, which is 
often overlooked (our Responsible Investment Survey covers all these asset classes and more), so in 
this piece we're digging in to an area that has quietly grown pretty significant: Green Bonds. 

You might not realise it but almost $300bn of green bonds were issued last year - that’s a lot by  
any stretch, for example it exceeds the total annual issuance in the UK corporate bond market,  
and it’s enough to finance all the renewable energy investment that took place in the world last 
year (although it’s still a smallish fraction of the total global bond market which issues an equivalent 
amount about every two weeks). Estimates for the total capital financing required for a global 
renewable energy transition are generally huge, and it looks likely that green bonds can play a role - 
perhaps providing 10-20% of that total, based on some estimates.  

S

Shyam Gharial
Consultant

shyam.gharial@lcp.uk.com
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GREEN BOND ISSUANCE USD BILLION 2015 - OCT 2019

Climatebonds.net

THE TEN LARGEST GREEN BOND ISSUES TO DATE

Climatebonds.net

S
2 

| A
S

S
E

T
 C

LA
S

S
 C

O
R

N
E

R

WINTER 2020

7

https://www.lcp.uk.com/pensions-benefits/publications/lcp-responsible-investment-survey-2020/


Green bonds have been around since 2007, 
when a group of Swedish pension funds looking 
to finance climate-related projects approached 
the World Bank who issued the first such bond. 
Since then, European governments, companies, 
and state-owned development banks such 
as KfW in Germany (see table) have tended 
to be the bigger issuers of these green 
bonds, which hinge on the proceeds being 
earmarked for 'green' projects. For example 
the recent National Grid bond was earmarked 
for electricity transmission projects with an 
environmental benefit. 

One snag has been a lack of consensus on the 
definition of what a green project really means. 
You might think that would be pretty clear but 
there’s been more than a little stretching of 
credibility in the past to get to a green rating. 
I know right, the world’s burning and people 
are arguing over definitions? Well, I’ll spare you 
all the details but there’s good news: various 
initiatives are afoot, most notably by the EU 
to come up with a science-backed definition 

large emerging-market focussed fund, Allianz, 
who have a global bond product and NN  
with a European bond product. 

Other bond funds with 'sustainable' or 
'responsible' labels (eg offerings from BMO 
or Alliance Bernstein) have a high minimum 
allocation in green bonds, but are not limited to 
that opportunity set. Interestingly we’re seeing 
some funds with broader credit investment 
mandates starting to invest in green bond 
issues such as Aviva Investors’ private  
European corporate debt fund, and Lazard’s 
Global Core Plus credit strategy which has  
20% in green bonds. 

At present northern European institutional 
investors tend to dominate the investor base in 
the active green bond funds. 

Whatever your views on Fink’s sartorial choices, 
we live in a world of investors asking for green 
choices as much as consumers do. When asked 
what had prompted the big sustainability push 
within BlackRock Fink cited demand from 
BlackRock’s clients. Green bonds won’t be for 
everyone, but by allowing companies to raise 
capital, invest in projects, and pay a return to 
investors, they look set to provide a market-
driven solution to addressing some of  
society’s big global challenges.  

of green projects that ought to put an end to 
those issues, provided it’s adopted more widely. 

Are green bonds a good investment and 
how can investors get access to them?

Green bonds have to date been issued by 
a relatively small pool of higher quality 
(safer) companies and quasi-government 
organisations, with a bias toward Europe. This 
means they are relatively safe, but also likely 
to offer less return (they have lower yields) 
than conventional bonds. Surprisingly perhaps, 
it turns out that in Europe, demand for green 
bonds is high, so the price tends to be slightly 
higher than a comparable conventional bond 
(and the yield to the investor lower). This 
has become known as the green premium 
or 'greenium' and in Europe can be seen in 
terms of a lower average yield by anywhere 
from 0.1%-0.45% at issue, depending on credit 

rating. This also makes the capital cheaper 
from the issuer’s perspective, giving companies 
an incentive to issue green. Interestingly, this 
doesn’t seem to hold true in the US. 

Creating a green bond portfolio - passive 
and active approaches are available: 

There are a range of green bond indices 
available which would support a passive 
approach. However, as with all market-weighted 

bond indices, this concentrates exposure to 
those that lend the most (which we wouldn’t 
typically recommend for bond investing) 
although in the case of green bonds this 
concentration is also to those that are doing  
the most good. 

There are practical difficulties involved with 
index trackers in that, since the green bond 
universe is smaller and contains some very 
large bond issues, the characteristics of indices 
can change considerably as specific bond 
issues are included and mature (this increases 
rebalancing costs for index trackers). The 
passive index-tracking pooled fund approach is 
currently available through big ETF providers 
such as BlackRock and Lyxor. 

Buy-and-maintain or active portfolios are 
another option, although the number of funds 
remains fairly small. Here a fund manager will 
have more control over what type of project the 
bonds will be financing. Fund managers with a 
presence in this space include Amundi, which 
collaborated with the World Bank to launch a 
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t was early 1982 and The NASA engineers were scratching their heads. They had a very tough 
problem to solve. They needed to shed another 300kg in weight to get their payload into space, 
and quickly. The shuttle launch was only weeks away and that extra weight stood between them 

and getting the rocket and its contents out of the atmosphere successfully. The solution, when it 
came, stunned everyone: Don’t paint the fuel tank. Sometimes the best answers don’t require a PhD. 
In this piece we make the case for simplicity in investment, and explain why we tell clients to be  
wary of complexity.

Often, it can be tempting to go for the most complicated, sophisticated solution to a problem.  
We’ve all been there. I’ve got a set of those electric motorised salt and pepper shakers, you know, 
with the lights? Great they are. Complex investment strategies and funds may require more advanced 
technical knowledge to understand; and there’s a natural - but dangerous - bias towards believing 
that strategies which are more superficially sophisticated and 'advanced' must also be better. 
Otherwise, why have all these clever people gone to all the trouble of creating them? And in any 
case, who am I to question the worth of something I am only just starting to comprehend?

Unfortunately complexity is a problem we see all too regularly in finance and investment,  
for the simple reason that complexity sells. Why?

When simple is  
harder than complex

Unfortunately complexity is a problem we see all too  
regularly in finance and investment, for the simple  

reason that complexity sells. Why?

I

Andrew Linz
Consultant

andrew.linz@lcp.uk.com

At LCP we always caution our clients to be wary of complexity, for a number of reasons: 

Complexity can use up valuable time. Investors have limited time to spend thinking and 
analysing things, so they better spend it well. The motivation has to be to maximise the 
benefit for the amount of time and money invested. If an investment approach is going to 

require a material investment in training to understand it and in ongoing costs to monitor it, it takes 
time away from other things. That’s not to say it’s never justified, only that the benefits have to be 
expected to outweigh the costs (including opportunity costs).   

 “Simple can be harder than complex: You have to work  
hard to get your thinking clean to make it simple.”

Steve Jobs 

• Complexity (in particular somebody selling you something you couldn’t have come up with 
yourself) feels like real ‘added value’, whereas simplicity can seem too easy – as though you 
may have been able to do that on your own

• People who understand things you don’t have a mystique around them, and perhaps even an 
intimidation factor 

• To many people, the length of advice and explanations superficially signals effort

• Complexity can feel like being more in control – by understanding and implementing complex 
concepts you can fool yourself into thinking you’re prepared for everything.

9
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Complexity can cause you to focus 
on the wrong things. Complexity  
can create a fog that obscures, 

misdirects and leads you to focus on other 
areas – manager performance, individual 
investments, stocks or countries. 

   Complexity can lock you in to a 
particular provider (adviser, asset 
manager etc) even when they cease 

being the right option. This can be a really 
pernicious influence. Once a complex solution  
is in place, it is often hard to fire the person or 
organisation that put it there because of a fear 
that others will not be able to pick it up and 
continue with it without incurring some form  
of cost or loss.

Complex solutions can go wrong in 
hard-to-predict or understand ways. 
As any engineer will tell you a 

complex system is more prone to break down, 
and to do so in ways that may be hard to foresee 
or diagnose. This isn’t to say simple solutions 
can’t go wrong too, of course they can! But this 
is a good reason why a simpler solution should 
be preferred to a more complex solution, if they 
can both fulfil the same outcomes.

  Complexity can mask fees and costs, 
which eat away at your returns. 
Higher fees aren’t always a bad thing, 

but they do require an investor to pause and 
question: how confident are we that the value 
being added is going to outweigh the higher 
fees? The burden of proof should be set high 
here, recognising that nothing is certain in 
investment and a strategy with lower fees and 
costs will leave a greater share of value in the 
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hands of end investors over the longer  
term. Here’s the thing. Often simple can be 
harder than complex. 17th century French 
mathematician, Blaise Pascal famously said:  
“If I had more time, I would have written a 
shorter letter”. We see this time and again  
in our industry as weighty, bloated reports  
and long slide presentations are the norm. 

Let’s be clear: there will be situations where 
complexity is warranted. One example is 
using derivatives to hedge unrewarded risks. 
In the pension scheme world liability driven 
investments (LDI) are in many ways complex 
investments; with combinations of derivatives, 
bonds and borrowing coming together to form 
an invaluable tool for trustees to reduce the 
volatility of scheme funding positions. Investing 
the time in understanding LDI has proved to be 
well worth it. But the important thing here is 
that LDI is a complex tool facilitating important 
big picture strategic decisions – reducing 
exposure to interest rate and inflation risks. 

Complexity can be worth it if it allows you 
to achieve broader strategic goals – but if a 
simpler solution allows you to do the same 
thing, it may well be the better option.

At LCP we believe the role of a professional 
adviser is cutting through the world of 
complexities to provide clarity – a simpler, 
cleaner framework to process the myriad 
challenges investors face. We think investors 
should always feel empowered to insist on 
simpler alternatives being offered by their 
advisers or asset managers, and asking  
those people to justify complexity wherever  
it appears.  
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Five lessons...
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1

...from 30 years in the investment business

great deal has changed in 30 years, but 
much remains the same. My own 30 years 
in the finance industry started on a sunny 

day in September 1989 at the old Eagle Star 
insurance company. Jive Bunny was at number 
one, the FTSE 100 stood at 2400 and gilt yields 
were close to 10% (YES 10%) - thank heaven  
the first two have changed! 

Two years later I moved to Eagle Star’s 
investment department and since then I have 
been on a journey of desk junior, researcher, fund 
manager, co-CIO and now a consultant helping 
trustees of pension funds. I have spent some 
time reflecting on what I have seen over those 30 
years and wanted to share some observations.

A

This is a world in 
which things repeat 
themselves

Or in other words, nothing happens that is 
genuinely new. 

We make the same mistakes, often 'generations' 
apart, and we make money in the same ways. 
The labels may change, the presentation may 
use different jargon, but fundamentally things 
are the same. 

With apologies to my colleagues, there are 
no purely new investment ideas. Yes, new 
opportunities open-up for a group of investors 
(like direct investment into infrastructure for 
non-mega sized pension schemes, or lending 
directly to SMEs, or derivative-based equity 
protection strategies – they’re great by the 
way). But I can’t think of anything that has been 
labelled 'new' which hasn’t been done before 
by someone else, maybe in a different part 
of the investment community, maybe with a 
different name. 

2 There are only two 
ways to make money

Strip back every investment, even complex 
derivative structures, and underneath there 
are two forces driving the returns, for good or 
bad. In the first, capital is buying something, 
let’s call it 'equity', and trying to generate a 
dividend and/or capital growth. In the second 
capital is being lent, let’s call it 'debt' or 'credit', 
and trying to get paid some interest and maybe 
a capital uplift along the way. Yes, I know, 
insurance-linked securities don’t satisfy this 
proposition, but are they really investments?

So, all investments are about owning  
something or/and lending to something.

3 Debt is seen as the 
bad guy, but is it?

Debt, or lending, has regularly been held up as the 
cause of problems, be it various sovereign debt 
crises, US mortgages, etc. But debt per se is not 
the problem. The problem is the amount of debt, 
to whom it is lent, and/or the terms upon which  
it is lent.

When problems arise, it is not just those who have 
lent who feel the pressure (banks, the IMF, bond 
holders and now the new breed of 'direct lenders', 
peer-to-peer lenders etc). It causes more pain for 
the equity owners involved, who lose their shirts 
before lenders lose. 

And that brings me to a key point - companies (or 
their management) chose to borrow in order to boost 
returns to the owners of equity. Doing so makes 
buying equity a leveraged investment – a fact (and 
risk) I am amazed is not more commonly understood.

4
A kick to the  
youth: lived  
experience matters

Lived experience leads to internalised 
knowledge and wisdom that can’t be learnt 
another way. When I cast my mind back over 
the big events of those three decades - Black 
Wednesday (in the UK, 1992), the Asia financial 
crisis of 1997, the 1998 Russian financial crisis, 
the dot.com bubble bursting (2001-03), the 
2008-10 GFC - I realise that 'markets' are just 
a collection of ever-changing individuals who 
make mistakes. 

And that begs a question - how long is an 
investment generation? Or in other words, how 
long does it take markets (or should that be 
people…?) to forget previous mistakes? In 1997 
to 2003 it felt like about 12 months. But now, at 
the end of a 'crisis-lite' decade, I fear markets 
are forgetting previous mistakes. 

Anyone responsible for investing, be it a fund 
manager, researcher, consultant or trustee 
should have an appreciation of investment 
history, even just of the last 30 years. But 
there is nothing better in my view than actual 
experience – the “been there, seen it” which 
comes with time-served. In hindsight the path 
that history followed post an event will always 
seem more inevitable than it really was at the 
time, while the lived experience captures all the 
uncertainty, the headlines, the tough trade-offs 
that needed to be made and the tension in the 
room when key decisions took place. 

5 The rise of jargon!

I simply refuse to believe that the investment 
world of the 1990s was as riddled with jargon as it 
is now. And nowhere is this more apparent than in 
the emergence of a sea of three-letter-acronyms 
or TLAs – I hope the joke / irony is obvious there. 
I have already used one above, so shame on me. 
But now we see many TLAs, FLAs and SLA – yes, 
six-letter-acronyms. ABS, RMBS, TLB, CRED, 
CMBS, CLOs, CDOs, SMEs, MAC, DGFs... The 
pernicious side-effect of this is obfuscation – the 
confusion of the lay-person, or those not “in the 
know”, and an unearned mystique around those 
that appear to know more, making things seem 
more sophisticated than they really are. 

So, with much reflection, I have learnt that there 
are two ways to make money (own stuff or lend 
to stuff), debt can be good or bad, equity makes 
more money than debt in good times, and 
loses more in bad times. No one has a crystal 
ball, TLAs are sent to confuse/annoy us, and 
experience matters. Enough said. 

In 1989 I had just seen Jack Nicholson play The 
Joker in a Batman movie. Recently I saw Joaquin 
Phoenix give a very different interpretation, but 
of the same character. How different will the 
next 30 years be for investors I wonder, and  
who will play The Joker in 2049?  

Stuart McKinnon
Partner
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Is ending stock-lending 
irresponsible investment?
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lon Musk was probably happy: an announcement had 
just come out of Japan that would go on to spark 
much debate in investment circles. On 3 December 

2019, Japan’s GPIF announced it was completely 
suspending stock lending in a move prompted by its 
concerns about responsible stewardship. 

The first question you might ask is: who, or what, is 
Japan's GPIF, and why does anyone care? 

Well, you may be surprised to hear that the world’s 
largest single asset owner is not the Norwegian or 
Abu Dhabi sovereign wealth funds, but the Japanese 
government’s Pension Investment Fund (GPIF) with 
over $1.3 trillion in assets. As such, Japan's GPIF has 
enormous influence on the investment market. When 

E

Jennifer Davidson
Analyst

jennifer.davidson@lcp.uk.com

Rank Organisation Country Total Assets ($m) Category

1 Government Pension  
Investment Fund 

Japan $1,374,499 Pension Fund 

2 Government Pension Fund Norway $982,293 Pension Fund 

3 China Investment Corporation China $941,420 Sovereign Wealth Fund 

4 Abu Dhabi Investment Authority UAE $696,660 Sovereign Wealth Fund 

5 Kuwait Investment Authority Kuwait $592,000 Sovereign Wealth Fund 

6 Federal Retirement Thrift U.S. $578,755 Pension Fund 

7 National Pension South Korea $573,259 Pension Fund 

8 Hong Kong Monetary Authority 
Investment Portfolio

Hong Kong $509,353 Sovereign Wealth Fund 

9 SAMA Foreign Holdings Saudi Arabia $505,755 Sovereign Wealth Fund 

10 ABP Netherlands $461,682 Pension Fund 

Source: Willis Towers Watson Global Asset Owners Survey 2019

they say something (which doesn't happen often),  
the market listens. 

This move prompted three big questions for many  
other investors: 
• What is stock-lending and what are the risks? 
• Why did the GPIF stop? 
• What, if anything, should you do in response? 

Stock lenders are usually long-term holders that rarely 
trade the shares they hold, such as index-tracking funds. 
If you are invested in an index-tracking fund, it is likely 
that your fund routinely lends stock in order to generate 
income from the borrower fees, like in the case of 
Japan's GPIF. This additional cash for just holding  

stocks is one benefit of stock lending.   

THE WORLD’S LARGEST ASSET OWNERS
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To really understand what the announcement means, you 
need to understand who is on the other side of stock lending. 
Why would someone want to borrow a stock? The major 
use of stock lending is by short sellers, whose objective is to 
profit from a decreased stock price. How does that work?

The short seller borrows a stock (for a small fee) from 
the stock lender and immediately sells it at the current 
market price. If the stock declines in value over time, the 
short seller buys back the stock (at a lower price than they 
sold it for) and returns the borrowed stock, claiming the 
difference as profit. 

Short selling divides opinion like little else in finance,  
but more on that later. Back to Japan:

Japan’s GPIF cited stewardship concerns as the main 
reason for its suspension of stock lending. This is because 
asset managers are unable to exercise their voting rights 
on stocks which have been borrowed (the person doing 
the borrowing has the rights instead), and there is limited 
transparency of the borrowers’ voting intentions. So the 
asset owner who is lending the stock cannot be sure of how 
these stock votes are being used, and whether they are 
being used in line with their views for example on climate 
change. Because of these issues, GPIF will no longer lend 
stocks until lending schemes (who facilitate transactions 
between borrowers and lenders) improve their processes 
and allow GPIF to ensure its investments reflect its 
responsible investment policies. 

Should asset owners allow stock lending? 
This is a contentious point and is inextricably linked to your 
philosophical position on short selling. This question will 
inevitably divide any group of investment professionals and 
can usually be relied upon for lively dinner-party conversation! 
Let’s look at the two different viewpoints. 

Many believe the existence of short-sellers is essential 
for accurate market pricing, to prevent overpricing 
caused by a market rush, and to aid liquidity. This would 
support the continued practice of stock lending. From 
a profit perspective, the Financial Times estimates that 
GPIF earns revenues of about 2.5 basis points (0.025%) 
from lending. This sounds small, but on the GPIF’s huge 
asset base that is hundreds of millions of dollars per 
year. This additional income should not be overlooked: 
in some cases, the profits that fund managers have 
made by stock-lending has allowed them to reduce 
and even eliminate management fees (Fidelity recently 
launched a zero-fee index fund).

Taking the other view, some are vehemently against 
stock lending, and the short-selling it enables (such as 
Elon Musk, whose company Tesla has been a popular 
target for short-sellers) as they believe short-sellers 
intentionally drive down prices and are therefore 
profiting from the depreciation of a company’s shares. 
Furthermore, as borrowers gain voting rights for the 
stocks they hold, this enables 'empty voting', where 
investors borrow shares purely with the intention of 
influencing a company’s democratic decisions, without 
necessarily having the company’s best interests in mind. 

The passive investor 
Managers of index-tracking funds are passive investors. 
They do not perform in-depth analysis of each company 
in order to value its stock. The manager instead relies on 
other market participants for pricing based on supply and 
demand. As a passive investor you want the market to be as 
efficient as possible. Restricting access to certain types of 
investor (such as reducing the ability to borrow and short 
stocks) could, in the extreme, be harmful to an investor in a 
passive fund because it could lead to inaccurate valuations, 
and, by extension, investment returns. 

If you are concerned about the stewardship impact of 
your passive fund holdings, you can ask your manager 
to provide information on the fund’s stock lending, 
and who it lends to. But it is also important to consider 
the whole picture including the positive influence of 
lending to short sellers, particularly the market influence 
through price discovery and market efficiency.  

“Many believe the existence 
of short-sellers is essential for 
accurate market pricing, to 

prevent overpricing caused by a 
market rush, and to aid liquidity.”
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At LCP, our experts provide clear, concise advice focused on your needs. We use innovative technology to give you 
real time insight & control. Our experts work in pensions, investment, insurance, energy and financial wellbeing.

Lane Clark & Peacock LLP  

London, UK  

Tel: +44 (0)20 7439 2266  

enquiries@lcp.uk.com

Lane Clark & Peacock LLP  

Winchester, UK  

Tel: +44 (0)1962 870060 

enquiries@lcp.uk.com

Lane Clark & Peacock Ireland Limited

Dublin, Ireland  

Tel: +353 (0)1 614 43 93 

enquiries@lcpireland.com

Lane Clark & Peacock Netherlands B.V. 
(operating under licence)

Utrecht, Netherlands 

Tel: +31 (0)30 256 76 30  

info@lcpnl.com 

Insights and opinions  
on our blog 
www.lcp.uk.com/our-viewpoint/

Updates from our  
experts on LinkedIn

News and conversation  
on Twitter: 
@LCP_actuaries #LCPVista

Meet our people at one of  
our regular events
www.lcp.uk.com/events

Follow us 

It’s all about you!

It’s important to us that we deliver what you want,  
and don’t clog up your inbox with things you don’t care about.

Take a moment to let us know your preferences, and in return  
we will try our best to only send you the things that matter to you.

www.lcp.uk.com/our-viewpoint/
https://www.linkedin.com/company/lane-clark-&-peacock-llp/
https://www.linkedin.com/company/lane-clark-&-peacock-llp/
https://twitter.com/LCP_actuaries
https://insight.lcp.uk.com/acton/fs/blocks/showLandingPage/a/20628/p/p-00bf/t/page/fm/0
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