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This paper investigates key threats 
and opportunities for endowments 
and foundations that we believe 
are set to shape the investment 
environment and offers suggestions 
on how to respond across multiple 
asset classes.

The global economic recovery, expansionary policy 
and supply chain bottlenecks mean inflation is 
likely to remain likely remain elevated throughout 
2022. This has implications for the roles of public 
and private debt and, combined with other factors, 
means investors may need to rethink diversification. 
The climate transition is also likely to require a “total 
portfolio” response across all asset classes.

2022 should create new opportunities, not least in 
the disruptive technologies that emerged during 
the pandemic. Technology is also likely to be central 
to the future democratisation of finance. China’s 
economic rise continues unabated so it may be a 
good time to re-evaluate its portfolio weighting. 
Endowments and foundations will also be interested 
in the major trend of impact investing, which could 
create positive impact without sacrificing returns.
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1. Emphasise inflation protection

Monetary and fiscal stimulus 
have continued to flow from 
governments globally, despite a 
recovering economy. 

Although the amount of monetary stimulus is expected 
to taper, monetary authorities seem to be shifting their 
attention to job creation from inflation control. 

This shift in philosophy, as well as the expectation 
that governments will prefer to reduce newly issued 
public debt indirectly through higher inflation 
rather than outright taxation, increases the risk of 
structurally higher inflation. 

While most major central banks believe the current 
rise in inflation is transitory and that inflation will fall 
back to normal levels, historically inflation has been 
difficult to predict. 

The combination of monetary and fiscal stimulus, and 
shift in central banks’ focus to tighter labour markets 
and supply chain issues that have arisen over the 
past couple of years, mean that the range of potential 
inflation scenarios in the future has increased. 

Scenario analysis that takes the risk of higher 
inflation and other inflationary scenarios into 
account is vital, as it can provide endowments and 
foundations with crucial insight into the impact of 
inflation on various portfolios. This is of particular 
importance as many endowments and foundations 
have real return targets. While it is not new for 
endowments and foundations to be considering 
the expected probability of meeting these targets, 
the focus over the past few years has been on lower 
return expectations in an environment of benign 
inflation. It will be important to consider the impact 
of higher inflation on real return targets and how 
best to manage these through periods where 
meeting these targets, and possibly your spending 
rate targets and expectations, may be much more 
difficult than they have been in the past few years.
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Figure 1. Cumulative change in US public debt 
since start of recession
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Source: Bloomberg. Data as of September 2021.

Figure 2. Change in government debt since start 
of recession
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Source: Institute of International Finance as of June 2021.
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 Key considerations

Explore how portfolios - particularly those with 
significant weighting towards equities and bonds 
- might perform in various inflationary scenarios, 
consider the drivers of that inflation, the impact from 
those specific drivers and the timeframe over which 
inflation may be higher or more volatile or both. 

For traditional portfolios, with high allocations 
to assets that do well in stable, low-inflation 
environments, adding more inflation- sensitive assets 
could improve forward-looking portfolio robustness. 
Examples include real assets such as real estate, 
infrastructure and selected equity sectors.

Investigate the suitability of other hedging assets, 
such as commodity-oriented strategies and gold. 
These may prove valuable additions to portfolios, as 
they can help in scenarios where there is stagflation. 

However, for some Pacific investors, the structure 
of their domestic markets mean that it will be 
important to consider indirect and direct exposure 
to commodities and the impact of these exposures 
from a total portfolio perspective. Analysing potential 
exposures to floating rate fixed-income assets may 
help in scenarios in which inflation is met with an 
aggressive rate response. They should also help 
protect against duration risk.

As a part of analysing various portfolios in this scenario 
analysis, review your real return target and consider 
the probability of meeting that target in a higher 
inflation environment. Besides adaptions to your asset 
allocation, are there adjustments that need to be made 
to your spending rate or policy? What needs to be 
communicated to your stakeholders?
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2. Reassess China exposure

China has outgrown most major 
economies over the last couple of 
decades and is likely to do so for 
some time to come. 

China is significantly under represented in both 
standard benchmarks and many investors’ equity 
portfolios. In addition, exposure to China in 
emerging market equity indices is, for historical 
reasons, heavily tilted toward its offshore equities, 
and is dominated by mega caps. This may overlook 
the likelihood that the future dynamics of China’s 
economy will be increasingly reflected in its onshore 
equity market, often referred as China A-shares.

China A-shares offer the prospect of low correlations 
with other equity markets, an abundance of alpha 
opportunities, and exposure to higher economic 
growth rates, but they come with political and ESG 
risks and should be assessed by managers that have 
the information and analysis that takes these risks 
into account in their decision making.

 Key considerations

Consider holistic China onshore and offshore listed 
equity exposure given China’s importance in the 
world economy and the alpha opportunities for active 
managers arising from the current uncertainties.

When allocating via A-shares, consider how ESG 
risks are integrated by your investment managers - 
for example how to tackle social and environmental 
challenges in the region.

Figure 3. Shift in drivers of China's GDP
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3. Invest with impact

Impact investing, with an explicit 
intention and objective to deliver 
positive, meaningful and measurable 
social or environmental outcomes 
in underserved areas, alongside a 
financial return, is attractive to many 
endowments and foundations as it 
can help align financial objectives 
with a mission and purpose.

While impact investing in its most pure and 
traditional sense may not be available to all Pacific 
endowments and foundations, we believe that an 
impact approach, when executed well, can generate 
returns competitive with broad markets. Of course, 
there are instances where certain organisations 
may wish to sacrifice returns willingly in order 
to generate a highly specific impact that is more 
perfectly aligned with their overall mission and 
purpose, but this is not generally preferred or 
available to many endowments and foundations.

Purchasing listed equities does have some impact, 
lowering the cost of capital for companies focused on 
positive impacts, and compared to private markets, 
public markets can offer a way of generating a wider 
impact, for example, reaching more people and 
getting a greater number of sustainable products 
sold. However, private market investments can have 
a higher direct impact that can be more aligned with 
an endowment’s or foundation’s mission, by initiating 
new projects and allowing investors to influence 
companies’ practices more directly.

 Key considerations

Understanding the companies you have exposure 
to in your listed equities portfolios can help you 
understand how your portfolio could change to 
generate more positive impact. In our opinion, 
markets, particularly venture capital, are great 
ways to generate specific and direct impact. Private 
market investors typically provide financing directly, 
instead of the shuffling of ownership rights that 
occurs with trading listed equities.
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4.  Examine the impact  
of climate transition

Climate change is a global, multi-
industry problem which we believe 
requires a “total portfolio” response. 

The impact of climate transition on an organisation 
and its portfolio has been identified by investors, 
industry groups and governments globally, with 
many regulators and governments requiring 
organisations to consider, analyse and report the 
impact of climate change. 

Australian endowments and foundations typically 
have large allocations to the Australian share market 
to make full use of their tax exempt status and access 
to franking credits. However, with the Australian share 
market being heavily weighted to materials, mining 
and energy, it is likely that climate risks may be higher 
in their Australian equities allocation. Understanding 
where these risks come from is an important first 
step. While divestment has gained popularity with 
some investors, it should be considered carefully as it 
does not always lead to a better outcome for climate 
change risk nor is it necessarily in the investor’s 
best financial interests – many material, mining and 
energy companies’ share prices may benefit from 
climate transition. We believe it is useful to consider 
your “total portfolio” response, where part of that is 
understanding the sustainability of your portfolio over 
time. High emissions and high risk transition assets 
involve risks that are unlikely to reward investors over 
the long term. As the saying goes, there are no bad 
assets, only bad prices. With that in mind, we have to 
ask, is the price right?

 Key considerations

Assess your exposures to climate risk that are “grey,” 
“green” and “in-between”. What we call “grey” assets 
involve high emissions and high climate transition 
risk, while “green” assets involve low or no emissions 
and low climate transition risk. Of course, there is 
a lot of “in between”. With this knowledge, you can 
better exercise decarbonisation at the right price 
(DARP). As with any major trend, climate transition 
will not happen in a straight line, and nor will price 
recognition; flexibility built into your strategic climate 
transition plan is likely to be very helpful.

Consider investments in assets that are looking to 
make positive contribution to climate change issues - 
such as renewable energy and innovative technology 
companies within public and private markets.

Figure 4. Global emissions by sector
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5. Revisit the role of fixed income

Low absolute rates and low credit 
spreads have resulted in negative real 
yields for most of the bond universe. 

Interest rate risk offers little compensation, while 
leaving portfolios exposed to inflation. Over the 
past few years, we have seen endowments and 
foundations move away from sovereign bonds to 
investment grade credit to lower quality credit in 
search of returns from fixed income assets. Floating 
rate bonds or shorter maturity bonds can be beneficial 
to portfolios but the volatility that these instruments 
can bring should be considered in analysis of 
introducing or increasing allocations in your portfolio.

We note that high valuations in public credit markets 
have been slow to leak into the private credit market, 
which is also less exposed to potential financial 
market volatility, due to its higher exposure to 
floating rates and their lagged pricing.

 Key considerations

Establish a clear understanding of the role of fixed-
income assets in portfolios. Are they included for risk-
reduction or income generation purposes?

Consider the risk involved in moving allocations to 
higher yielding but lower quality investments.

In your portfolio, is it worth the potential loss risk if 
credit markets deteriorate?

Consider private debt and other lower-beta strategies to 
diversify rate and credit exposure in your portfolio and 
potentially provide higher total returns than those implied 
by very low traditional public fixed-income yields.

Figure 5. Over half of the world's bonds trade at 
less than 1%
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Figure 6. Private debt assets under management 
and forecast, 2010–2025*
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Source: Preqin *2020 figure is annualized based on data to 
October 2020. 2021 - 2025 are Preqin's forecasted figures.
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6. Rethink diversification

The "traditional" 70/30 balanced 
portfolio that depends heavily on 
traditional assets such as listed 
equities and bonds is unlikely to be 
able to produce the same results 
over the coming decade that they 
have in the past decade. 

While many endowments and foundations have 
investment time frames that are very long term, it 
is important to consider how portfolios will perform 
over the shorter term and whether diversification 
can be increased, to protect the portfolios from 
short term market downturns that can have a long 
term impact. 

 Key considerations

Consider a diversified set of exposures to equities, 
focused on a few key long-term themes. Explore 
alternative investment strategies such as private 
equity and private debt. Over a market cycle, these 
are designed to provide portfolios with additional 
sources of risk-adjusted returns.

Stress test your portfolio under various scenarios to 
understand where the majority of your risks are being 
generated and where you can look to reduce your risks. 
Stress testing your portfolio will also help you understand 
the impact of a short term, but large, market downturn 
on your total portfolio and the time it could take to 
recover from the impact of the downturn. 

Figure 7. Real expected returns on stocks and bonds
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7. Embrace disruption

The pandemic accelerated the rise of 
technology and tech- enabled services 
across multiple facets, allowing work, 
doctor visits and global commerce to 
continue when the rest of our lives 
were at a standstill. 

While disruptors such as blockchain technology and 
share economy-based platforms have been around 
for a few years now, the necessity of surviving 
a global pandemic led to a lot of invention and 
broader technology adoption, creating opportunity 
from the ripples of these disruptions.

 Key considerations

While listed equities can present opportunities for 
investing in various sectors that can be expected to 
realise the benefits of disruption, it is important to 
consider whether these expectations for increased 
profit have already been priced in. Active managers 
look to find companies that may benefit from 
disruptions where this benefit has not necessarily 
been priced in by investors.

Consider private-market investments, poised to 
capitalise on these growing opportunities. Private 
debt and hedge funds can offer access to new loans 
coming from disruptors such as fintech or biotech. 
It is important to remember that not all private 
market investments are equal and all opportunities 
should be considered within a strong governance 
model and reviewed by professional consultants. 
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Endowments and foundations invest for 
the long term - generations. This paper has 
focused on the short term, looking ahead 
at 2022 for opportunities, with a view that 
the long term is made up of a lot of short 
terms. What really drives portfolios’ long-
term returns is having the right overall asset 
allocation and risk posture, and the right 
governance structure for both short-term 
and long- term decision-making. Beyond this 
paper for 2022, we offer below links to topics 
critical to endowments and foundations for 
the long term:

Private markets - Dry powder meets  
low interest rates - Time for a private 
market boom or bust?

Governance - What model best suits  
your investment governance needs?

Raising your Impact ambition
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https://www.mercer.com/content/dam/mercer/attachments/global/investments/gl-2021-dry-powder-in-private-markets.pdf
https://www.mercer.com/content/dam/mercer/attachments/global/investments/gl-2021-dry-powder-in-private-markets.pdf
https://www.mercer.com/content/dam/mercer/attachments/global/investments/gl-2021-dry-powder-in-private-markets.pdf
https://www.mercer.com/content/dam/mercer/attachments/private/nurture-cycle/gl-2018-wealth-what-model-best-suits-your-investment-governance-needs-mercer.pdf
https://www.mercer.com/content/dam/mercer/attachments/private/nurture-cycle/gl-2018-wealth-what-model-best-suits-your-investment-governance-needs-mercer.pdf
https://www.mercer.com/our-thinking/wealth/impact-investing-2022.html
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Important notices

This document has been prepared by Mercer Investments 
(Australia) Limited (MIAL) ABN 66 008 612 397, Australian 
Financial Services Licence #244385. 

© 2022 Mercer LLC. All rights reserved.

‘MERCER’ is a registered trademark of Mercer (Australia) Pty Ltd 
ABN 32 005 315 917.

References to Mercer shall be construed to include Mercer LLC 
and/or its associated companies.

This contains confidential and proprietary information of Mercer 
and is intended for the exclusive use of the parties to whom it 
was provided by Mercer. Its content may not be modified, sold or 
otherwise provided, in whole or in part, to any other person or 
entity, without Mercer’s prior written permission.

The findings, ratings and/or opinions expressed herein are the 
intellectual property of Mercer and are subject to change without 
notice. They are not intended to convey any guarantees as to the 
future performance of the investment products, asset classes or 
capital markets discussed. Past performance does not guarantee 
future results. Mercer’s ratings do not constitute individualised 
investment advice.

This report provides general information or advice and does 
not constitute an offer or a solicitation of an offer to buy or sell 
securities, commodities and/or any other financial instruments 
or products or constitute a solicitation to purchase on behalf of 
any of the investment managers mentioned, including MIAL, 
their affiliates, products or strategies that Mercer may evaluate 
or recommend. The report is not intended to be, nor should 
be construed as, financial product advice. It does not take into 
account your objectives, financial situation or needs. You should 
therefore consider the appropriateness of the advice and consult 
a financial adviser before making any investment decision.

Information contained herein has been obtained from a range 
of third party sources. While the information is believed to be 
reliable, Mercer has not sought to verify it independently. As 
such, Mercer makes no representations or warranties as to the 
accuracy of the information presented and takes no responsibility 
or liability (including for indirect, consequential or incidental 
damages), for any error, omission or inaccuracy in the data 
supplied by any third party.

For the most recent approved ratings of an investment strategy, 
and a fuller explanation of their meanings, contact your Mercer 
representative.

Conflicts of interest: For Mercer Investments conflict  
of interest disclosures, contact your Mercer representative  
or see www.mercer.com/conflictsofinterest. 

Mercer universes: Mercer’s universes are intended to provide 
collective samples of strategies that best allow for robust peer 
group comparisons over a chosen timeframe. Mercer does not 
assert that the peer groups are wholly representative of and 
applicable to all strategies available to investors. 

Risk warnings: The value of your investments can go down as 
well as up, and you may not get back the amount you have 
invested. Investments denominated in a foreign currency will 
fluctuate with the value of the currency. Certain investments 
like Emerging Market Debt carry additional risks that should be 
considered before choosing an investment manager or making 
an investment decision. Investing in Emerging Market Debt 
carries additional risks including currency, political, country and 
other risks.

This document is not for distribution to retail investors.
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