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2022: 3rd Quarter Insights

Just when governments and central banks are grappling with the highest inflation for decades, the world has a
stark reminder of its biggest challenge ahead: CLIMATE CHANGE.

The global heatwave is pushing up demand for energy and the price of food making central banks’ jobs even harder.

We sit here in the UK in temperatures that are set to reach 40 degrees, the hottest on record. It is of course not just
the UK suffering from extremes of heat. Europe is in the midst of a wildfire season that looks set to have not only
started earlier than the 2008-2020 average, but also be far larger (some estimates up to 1770% greater) in terms of
the amount of land razed.

It sometimes feels a bit sensationalist to write about current temperatures and
extrapolate those to the longer-term effects of climate change, and we have
written about the energy production problem, inflation and its impacts on markets
in all of our outlooks this year. However, it feels as though it continues to be the
unavoidable topic for sustainability and markets more broadly.

Zooming out, we can see however that these temperatures are not normal, indeed in 1970 the possibility of a 40
degree temperature recorded in the UK was deemed to be a once in a 1,000 year event. This likelihood has now
shifted to a once in every 86 years, according to the Met Office’s Hadley Center. Events such as the one we are
witnessing now are placing stress on infrastructure, which has simply not been designed to deal with temperatures
such as this. Temperatures will also put pressure on economic growth and on the health of people that live in these climates.

It is startling when we look at global temperatures compared to industrial age averages, as this chart from
Neil Kaye at the Met Office shows:

MONTHLY GLOBAL MEAN TEMPERATURE 1851 TO 2020 (COMPARED TO 1850-1900 AVERAGES)
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The energy crisis we currently find ourselves in is one of the key drivers that is forcing central banks to act, and
forcing governments to rapidly change their energy policy.

Central banks are raising interest rates, hoping to lower aggregate demand and crush inflation, even if this risks
pushing up unemployment and tipping economies into a recession. In the June meeting of the Federal Reserve,
the committee’s statement dropped its previous statement that it expects the “labor market to remain strong” and
added the wording “The committee is strongly committed to returning inflation to its 2 percent objective”. This may
not sound earth shattering but for the Federal Reserve, this is as clear a statement as they are likely to send. If we
take this at face value, they are going to slow the economy to push down demand in the economy and therefore
inflation, even if that means pushing the US (and most likely) the world economy into recession in the process.

Government policy has also quickly changed to address this cost-of-living crisis throughout Europe.

Germany, which has one of the greatest exposures to Russian natural gas and has experienced some of the worst
of the energy cost increases and potential blackout risk has re-started its coal fired power plants. Some have lauded
this as a victory for climate skepticism, as renewables, in their view have not been capable of replacing the fossil fuel
infrastructure that has been put in place for much of the 20th century, because of its intermittent nature. We have
challenged that view in the past as being overly simplistic, because it is our belief that it is chronic underinvestment
in all forms of energy infrastructure, including issues with grid modernisation has made energy infrastructure far
less reliable. The IEA estimate that globally $300bn is spent on grid upgrades each year, an amount that has not
changed since 2015 and is not adequate to effectively distribute electricity across a country. It means that at the
‘traffic jams’ on the grid are only getting worse. A recent example from Spain is that solar producers in the south
have to turn off production due to low prices whilst natural gas in the north is turned on to meet local demand.

Extremes of heat can also cause problems for fossil fuel energy production. In Germany, the level of the Rhine at the
Kaub chokepoint is only 70cm deep due to high temperatures, which means the coal and oil they require for their
power plants cannot be floated in enough size to their intended destination. Rising water temperatures also hamper
nuclear power plant output. The economic impact of heatwaves is not trivial - with a recent study estimating that
the GDP impact of these heatwaves was a reduction in GDP of between 0.3% and 0.5%, due to the reduction in
productivity of labour during these periods.!

Climate change has the effect of not only increasing average temperatures across the world, but also increasing
the volatility of weather, known as ‘Climate Whiplash’.

Planning for climate change of course then becomes difficult, because clearly changes to the system are not linear,
higher rainfall one winter may provide more vegetation, which could in turn create more fuel for wildfires in the
summer, counterintuitively increasing the need for both flood and fire defences.

POSITIONING FOR CHANGE

Sustainable investing takes into account these changes, investing for this energy transition whilst generating
returns for investors.

Investing in solar energy infrastructure is one way we do this. These solar producers have government and inflation
linked contracts to provide power, which is sold to the grid once generated. Solar is one of the most consistent form
of energy production versus other renewables, and at current market prices, it is cheaper to implement per kWh than
all forms of fossil fuel energy production. This year our solar holdings have been resilient, despite broader market volatility:

SOLAR HOLDINGS PERFORMANCE (DECEMBER 2021 - JULY 2022)
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1: Current and projected regional economic impacts of heatwaves in Europe | Nature Communications, October 2021
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CONCLUSION

In conclusion, we believe that the energy crisis has huge knock-on implications for policy makers and central banks,
exacerbating the inflation crisis we currently find ourselves in. Government policy needs to mitigate the impacts of
climate change, but also needs to invest across energy infrastructure as well as energy production to try to minimize
these problems. These issues will only get worse as our climate continues to become more extreme because of
carbon dioxide emissions.

There are solutions we invest in that include solar producers, that provide an attractive return profile whilst deploying
capital into important infrastructure investments to help transition to a lower carbon economy.

WHAT DOES SUSTAINABLE INVESTING MEAN TO PAM?

Sustainable investing is a catch-all term for investing in a way that accounts for being socially
responsible and investing ethically while also seeking returns.

At PAM we use the term sustainable investing to capture the various methods of incorporating
concerns around Environmental, Social and Governance (ESG) issues into our investment decision
making processes.

A commitment to responsible investing
As a signatory to the UN PRI Principles for Responsible Investment, Pacific Asset Management has
publicly stated our support for the better understanding of the investment implications of ESG factors.
As a business we are committed to constantly strive to be a more responsible firm both in how we
operate and how we manage our clients’ investments.
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IMPORTANT INFORMATION - FOR AUTHORISED USE ONLY

This documentis issued and approved by Pacific Capital Partners Limited (PCP), which is authorised and regulated by the Financial Conduct Authority.
This document is intended primarily for internal use, but may be distributed upon request to investment professionals and exempt investors in
accordance with the FSMA 2000 (Promotion of Collective Investment Schemes Exemptions Order 2005) for authorised purposes only. It does not
constitute advice, an offer or a recommendation to purchase or sell any financial products and you should not rely on the information in making an
investment decision. The information and analysis contained herein are based on sources believed to be reliable. However, we do not guarantee their
timeliness, accuracy or completeness, nor do we accept liability for any loss or damage resulting from your use or reliance upon of this document.
Any opinions expressed reflect our current judgment at the date of this document and are subject to change without notice. Past performance is not
necessarily a guide to future performance. This report is not directed to or intended for distribution to or use by any person or entity in any jurisdiction
where such distribution, publication or use would be unlawful. This document may not be reproduced (in whole or in part), transmitted, modified or
used for any public or commercial purpose without the prior written permission of PCP. Pacific Asset Management is a trading name of PCP.

For European Distribution: In the European Union, this document is issued by KBA Investments Limited. KBA Investments Limited is licensed in
terms of the Investment Services Act (Cap 370) as an Investment Firm and is regulated by the Malta Financial Services Authority (Authorisation ID
KIL2-IF-16174). KBA Investments Limited is a sub-distributor in certain countries in the European Union for Pacific Asset Management. For full the list
of EU countries, please visit the MFSA Financial Services Register. Registered Office: Trident Park, Notabile Gardens, No 2 - Level 3, Zone 2, Central
Business District, Birkirkara, Malta.
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