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e Trends in sustainable and responsible investment and investor stewardship; and

* The impact of Covid-19 on dividends and the long-term implications.
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The economist’s view

Despite the recovery remaining firmly in its infancy, some are asking questions over what lies on the other side — what extent do
taxes need to rise, and on whom? Where should the burden of budget cuts fall? Familiar questions for those with memories of the
financial crisis. Those alarmed over, at that time, multi-decade high deficits won out. Efforts to reduce deficits were enacted.

Even prior to Covid-19 attitudes to They of course are not acting alone.
government deficits were shifting. The crutch has been an activist central bank.

Paving the way with low, zero or indeed negative rates
and large levels of government debt purchases to

pin interest rates and keep debt loads manageable.
That has left governments free to spend generously.

The UK was in the process of pivoting away from
austerity, fulfilling the promises made during last year’s
election to rebalance economic success. The US had
initiated a series of tax cuts, running fiscal deficits to the
tune of around 5% of GDP. Germany was the hold out.
But it was clear that something needed to change. Its
export machine had been repeatedly buffeted by a
series of events and a shifting global landscape -

China slowdown, Brexit, trade wars etc.

Which brings us back to what lies
beyond outsized government spending.

What government now is going to revert to austerity
in any meaningful sense? Can years of sustained
below inflation rises in public sector wages ever be
countenanced? Will society tolerate a large
proportion of people living on modest
unemployment income support?

In other words, governments were
tentatively beginning to act on the
lessons of the past ten years.

Currency-issuing countries with their own central
bank can run sustained deficits without any hint of
a sovereign crisis.

Moreover, plenty of work remains to
engineer a sustained recovery.

What other cajoling might the consumer need in the shape
of tax cuts or cash handouts? What additional support
might the sectors at the sharp end of the economic fallout
(consumer facing services, aviation etc.) need?

The Covid-19 crisis has markedly
accelerated that shift.

Governments have just demonstrated that the power of the
state can be harnessed to forcefully intervene to mitigate
economic pain. Whether through European governments
replacing earned income or US-style cash disbursements
and sizeable increases in unemployment benefits.
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These have been exceptional circumstances and it is
worth taking stock of the scale of disruption that the
coronavirus pandemic has caused. The figures are quite
remarkable: there were a record £10bn of outflows
from funds in March, as well as widespread suspension
of daily dealing property funds due to concerns about
material uncertainty. We have also seen a significant
decline in dividends as companies focus on protecting

balance sheets.
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Covid-19 and the
funds industry

More positive trends?

Amid the disruption, there have also been a number of more positive
trends observed. For example, open-ended funds have performed
relatively well throughout the year, and UK savers put £4.7 billion into
retail funds in May 2020, building on the positive fund flows that we

saw in April. Environment, social and governance matters have gained
increasing attention: Covid-19 has driven increased interest in investing in
funds, and particularly in those with a focus on societal impact.

Our perspective

We have been focussed on ensuring ongoing support for our clients.
Achieving this during office closures has dictated adjustments to our

own business; for example, our regular regulatory update briefings and
webinars are now delivered virtually. This has in fact proven to have
some benefits, as it allows larger numbers of attendees to join irrespective
of location. Our depositary team has been focussed throughout the

crisis on supporting clients providing immediate understanding of the
regulatory implications of the courses of action available to them.

Looking forward...

As we look towards the end of 2020 and into 2021, the shared experience
of the Covid-19 pandemic raises important questions for the industry on
an operational, regulatory, financial and fiduciary level. But in considering
the long-term consequences of these events, it is also worth reflecting

on the resilience and continuity that has been shown in the face of
unprecedented upheaval.
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From a regulatory perspective liquidity management
and the related issue of fund suspensions has remained
high on the industry’s agenda for 2020. There is now
greater clarity on the new regulatory framework as
many of the pieces of the jigsaw are either in place or
are under detailed consultation. The exception to this is
the joint Bank of England / FCA work where conclusions
are now expected to be published in Q1 2021.




More recently conversations have concerned the
resumption of dealing as material uncertainty clauses
have been lifted by SIVs.

e the SIV’s material uncertainty assessment applies to less than 20%
of the value of the scheme property; and

* the scheme’s depositary gives its approval for the temporary
suspension to be removed.



Liquidity mismatch in open ended funds

The introduction of notice periods for daily dealing
property funds

The publication of the FCA’s consultation paper on liquidity mismatch

in authorised open-ended property funds (CP20/15) has proved to be
controversial as it could require investors to give notice — potentially of up
to 180 days — before their investment is redeemed from an open-ended
property fund. Additionally, the proposed rule changes could risk these funds
being excluded from ISAs as they may no longer be qualifying investments
for a stocks and shares ISA. Self-invested personal pension providers would
also be affected as they would face higher capital adequacy requirements
if they hold property funds. The proposed notice period may also give rise
to some operational challenges for financial advisors wanting to rebalance
client portfolios which may make them more reluctant to recommend
property funds to their clients. The issue of notice periods has also made
reopening some property funds more challenging as the new rules have
created uncertainty amongst the investor community and this has made it
harder to quantify expected level of redemptions.

These are important questions and where possible solutions need to
be found so as to ensure investors can continue to benefit from the
diversification advantages of investment in property. At NWTDS

we strongly think a notice period is an important tool within the
liquidity toolkit.

The Consultation paper is open to 03 November and NWTDS will be
submitting a response.

Updated Investment Association Liquidity

We are expecting the Investment Association (lA) to publish an updated
liquidity management guidance paper in Q1 2021 to reflect recent
developments. Publication is expected after the publication of the Bank of
England’s Financial Stability Report to ensure it is aligned to the

latest standards.



Liquidity mismatch in
open ended funds

In conclusion

Despite fears in March that significant outflows due to Covid-19

would lead to a liquidity crisis this did not happen. The overwhelming
majority of funds remained open, suggesting that investment funds

do not represent a systemic risk to the financial system. The property
funds which suspended were generally due to concerns about material
uncertainty rather than fund liquidity issues. Many of these funds have
now reopened or are in the process of re-opening.

Whilst many of the pieces of the regulatory framework are now in
place there are still missing pieces, such as whether the FCA / Bank of
England will introduce asset classification for liquidity (liquidity buckets)
similar to US SEC rules. This means that liquidity will remain high on
the industry’s regulatory agenda for some time to come.
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107/ 2 reduction

oooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooo

2019 2050

The good news is that many of the UK’s biggest firms have got
the message and are moving quickly to reduce their emissions.
For example, at NatWest Group we have set out an ambition to

be a leading bank in helping to address the climate challenge
by making our own operations net carbon zero in 2020 and
climate positive by 2025.







Rising to the challenge
sustainable investment

How is the UK asset management
industry rising to the challenge?

In November 2019 the IA published its Responsible Investment
Framework — an industry-wide common language for responsible
investment with clear definitions and a framework for product
categorisation. The IA is due to publish before the end of the year a best
practice guidance paper on fund level communication of responsible
investment. Perhaps the most significant development will be the launch
of a UK retail product label for authorised funds. The label will help the
UK to compete with other European jurisdictions by showcasing UK
expertise and will help simplify investor’s choice of SRI funds for the
benefit of the investor and the industry. The Association of Real Estate
Funds (AREF) is also considering the merits of an ESG label. A position
paper on climate change and the role of the industry is also expected.

of responsible and

It is clear SRI is now a core strategic issue for the asset management
industry. This gives grounds for optimism but this optimism should be
tempered with reality. ESG remains an emerging frontier in finance
and the scale of the challenge is profound.

How can NWTDS help?

Before the end of the year NWTDS will hold a client webinar
on ESG which will explore some of the issues raised and the
impact of SRI on depositary oversight.
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Firms in scope
Assets managers Asset owners Service providers

Outcome-focussed Outcome-focussed

principles principles




Apply and explain

There is a far keener focus in the new code on demonstrating outcomes. It is not enough simply to state a policy on the various principles under

the Code - signatories will need to demonstrate how they have acted on their policies and made an impact. Similarly, the code operates on an
“apply and explain” basis, whereas the previous iteration of the code had worked on a “comply or explain” basis. Given all of this, it could be
argued that the UK Stewardship Code 2020 is less of an evolution of the 2012 Code, and more of a revolution.
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Dividends and Covid-19

As autumn progresses, we are certainly not where we
expected to be: at the start of 2020, IHS Markit had
forecast a 10% growth in dividend payments over the
year. In September 2020 the FT reported that the total
cut to dividend pay-outs in the UK could in fact reach
50%. Globadlly, dividend payments in Q2 2020 were at
their lowest level since 2009.

Key factors driving change to dividends

Underpinning this is the fundamental of financial resilience, and the
need for companies to protect balance sheets; issuing dividends has
fallen down the list of priorities for listed firms as they find attentions
focussed increasingly on stability and even survival.

There has also been an added political dimension.

In March the Bank of England ordered banks and insurers to suspend
dividends and buybacks.

The Investment Association (“IA’) has noted that investment managers,
who hold a third of the FTSE, have an important role to play in
supporting companies through these tumultuous times. That is why in
April the |A wrote to every company in the FTSE 350 outlining ways

in which the industry would help and offering “honest” advice on its
member’s views on dividend payments.

There has even been an operational hindrance to paying dividends: the
impact of Covid-19 on AGMs has led to some dividend suspensions,
because the meetings and the votes themselves could not take place.
And so there have been economic, financial, political and operational
impediments — creating quite an unprecedented mix.



All of which raises the question of what might happen next?




Where do we go from here?

This depends on an array of factors, not least of which is how the pandemic
pans out in the coming months. The shape of the economic recovery will play

a key role: with a “V” shaped recovery we might expect a return to normal,
whereas other potential models, such as the “W” or “L” shapes that have been
mooted, would encourage far more conservative approaches to dividends.
Different sectors of the economy such as leisure and hospitality are of course
more exposed and can be expected to apply the breaks on dividends for longer,
meaning that return to dividends will not be even across sectors.

Aside from financial and economic factors, we also need to consider the political
dimension: at least in the short term many companies may feel under increased
expectation to focus on protecting balance sheets and protecting employees, as
opposed to rewarding shareholders.

At an even higher and more esoteric level, there has also been some speculation
that Covid-19 is moving the market away from shareholder primacy altogether,
towards a model of stakeholder capitalism where dividends are much less of a
priority. In this regard the pandemic may be accelerating a trend that had been
picking up anyway; for example, in 2019 the Business Roundtable — a corporate
lobbying group in the United States — published a letter signed by 181 CEOs
committing to stakeholder primacy.




Dividends and Covid-19

A pivotal moment

If Covid-19 is indeed accelerating an ideological shift like this in
the capital markets, then there will be significant strategic and
operational implications for the asset management industry.

The market is therefore potentially facing an historic upheaval
to one of its most fundamental concepts, with implications for
companies, funds, and investors, and the picture is complicated
not just by economic factors but by political and societal and
even ideological factors.

The IA has made clear the view of its members is that
shareholders will expect companies to restart dividends as soon
as it is prudent to do so. It remains to be seen whether this will
be the case.

Covid-19 has proved to be a disruptor to so much of the
economy in 2020; it may prove to be pivotal for dividends, too.
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