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INTRODUCTION

For more than a generation we have been living in a world of falling inflation. The combination of globalisation, a surge
in the size of the global workforce, technology and falling union membership have crushed inflationary pressures.
Some of these it can be argued, are starting to reverse, with demographic and globalisation trends particularly
starting to shift. This, combined with record fiscal stimulus and a steep economic recovery from Coronavirus has
meant that recent headlines have at least started to reignite interest in inflation, with Google searches for the word
“inflation” in the US being the highest since they were first measured in 2004.

Over these past forty years, the narrative of company management has also largely been dominated by one view,
the Friedman Doctrine, that the ‘social good’ of any company is to maximise profits for its shareholders. But much
like those causes of deflation mentioned above, this narrative is being tested, with the importance of sustainability
coming to the fore in how companies manage themselves and their impact on the world.

We are seeing the impact of deflation and the Friedman doctrine collide, as the low inflation environment we have
experienced over the last few decades has come with wage and income inequality, which has had knock on political
and social implications.

Going forward, the need for countries and companies to de-carbonise their production lines in the face of more
extreme climate change may drive inflation higher, as paying for the externality of the race to the bottom in prices
we have experienced over the last few decades finally becomes a climate emergency.

INCOME INEQUALITY

Whilst there is debate over the causes the rise of income inequality over the past forty years, the fact that it has occurred is irrefutable.

We mentioned some of the key drivers in the introduction, but broadly what we have seen is a rise in outsourcing of manufacturing
goods to lower income countries. China has experienced rapid population growth, technological advance, and social change,
as people moved from agricultural villages to cities to seek work in the burgeoning manufacturing sector. This increase in the
workforce, drove down labour costs and helped global companies develop goods at ever lower costs.

Globally, this meant GDP was re-distributed and it also meant that deflation of goods persisted. This helped reduce inequality
between countries, lifting large swathes of the population of countries out of abject poverty. This has been one of the underreported
triumphs of the last 30 years, brilliantly illustrated by Hans Rosling in the book Factfulness which highlights the marked improvement
in quality of life for the average global citizen.
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TRENDS OF INEQUALITY ARE A KEY
FACTOR IN SUSTAINABLE INVESTING

As the chart on the previous page illustrated, the world may be better off, but on a country-by-country basis the have and the
have nots are the furthest level apart since the 1930s. The Gini coefficient which measures how evenly incomes are spread across
populations continues to climb, highlighting how the lack of wage bargaining power, lack of unionisation and slow erosion of
manufacturing jobs to external countries has affected wealth distribution. In addition, those that owned assets fared better through
this period, with accommodative monetary policy fuelling asset price rises.

We feel that these trends of inequality are a very important factor in Sustainable investing. In governance terms, companies are
increasingly required to disclose their gender pay gaps, their CEO to median employee pay and their policies regarding
equal employment.

For us, companies that can best navigate this stark social upheaval and requirement for disclosure will fare best. This long-term
trend may begin to reverse as geopolitics reduces globalisation and outsourcing trends and the policies of Joe Biden seek to try
and push the US to a more equitable future.

THE INFLATIONARY ‘COST’ OF CLIMATE CHANGE

Governments have begun to recognise that they need to do much more to combat climate
change. If they are to realise their goal of limiting temperature change to only 2 degrees
Celsius by 2030 they will have to reduce carbon emissions by around 30% according to a
study by Bloomberg.

The importance of climate action is being felt in every corner of the economy, industries from _
steel to autos are being left with little choice but to change how they make products and -
ultimately what they sell. This change in regulation and standards, as well as an admittance

that for too long people have not been pricing the economic impact of carbon effectively will

cause dramatic changes to supply chains. This in turn, could mean that these goods themselves "ﬂ
cost more to produce.

Pricing these climate externalities has been something that has been economically unappealing 5
until recently, as it could directly increase the costs of goods we use on a daily basis. However, .gf'_ }‘
with the advent of climate taxes and carbon credits that heavily polluting industries will have

to accept, governments are beginning to explicitly price this cost.

CLEANING UP THE ALUMINIUM INDUSTRY

Let’s take an example, Aluminium, a ubiquitous metal, used across a broad range of goods from “tin” foil to aircraft components.
It is a highly energy intensive process to convert bauxite to the finished product, with smelting and refining both needing huge
amounts of energy. Despite increases in efficiency and smelting technology, around half the energy used in this process still comes
from coal power.

If the industry wants to clean up its act and move to a carbon neutral future, it will have to replace its energy suppliers to use
renewables, increase recycling, and continue to invest in technology to produce aluminium more efficiently, to make up for these
carbon emissions. Barring that, they can continue to pollute and purchase offsets, which governments have introduced to price
the impact of pollution.

THE COST OF -
Aluminimum Cost under Carbon
CARBON NEUTRAL Neutral Scenarios ($/ton)

A recent Bloomberg analysis modelled the
impact on prices of a ‘net-zero carbon’
Aluminium. In the chart on the right we Scenario 1
see that in each of the various scenarios
modelled, where a combination of factors
mentioned above were applied (i.e., using Scenario 3
renewables and increasing recycling),
global prices are likely to rise through
decarbonisation. These are the types Scenario 5
of choices that a range of industries will
have to confront. We see this in real
time as the move to a carbon neutral Scenario 7
world is causing a shift in demand for a
range of commodities from copper to
polysilicon, further showing the impact Scenario 9
decarbonisation can have on prices.
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CONCLUSION

In conclusion, we can see that two forces have had an impact on the sustainable landscape as it stands today.

Firstly, inequality has become extreme and as a result, social change is becoming ever more likely and companies

1 PS are having to respond to this. No longer can companies claim to simply be profit maximising entities, instead they
must respond to social change and take a stance on key issues such as inequality. The Friedman doctrine has now
expanded such that companies must also be moral beings.

that industries are facing wide scale change and need to move away from high carbon to lower carbon production.
This is being driven by government incentives as well as corporate and investor pressure, and this move could
ultimately cause goods prices to rise over the medium term.

2 Secondly, the price of goods currently fails to incorporate the true cost of carbon to the global economy. We see
[

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.

PLEASE GET IN TOUCH

Pacific Asset Management Contact us www.pacificam.co.uk
1 Portland Place T +44 20 3970 3100 For more information,

London, W1B 1PN E info@pacificam.co.uk updates and to find out ASSET MANAGEMENT

United Kingdom more please visit our website

MOVE FORWARD

IMPORTANT INFORMATION - FOR AUTHORISED USE ONLY

This document is 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.
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