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About this Executive Summary: 
 
This document serves as an Executive Summary for ESG 2.0: Measuring and Managing Investor Risks Beyond the 
Enterprise-Level, a working discussion paper for the Predistribution Initiative’s Asset Owner & Allocator Capacity 
Building & Research Project. We are grateful for the feedback from the project’s Advisory Board, including the 
following individuals: Akasha Absher, Agnes Dasewicz, Robert Eccles, Yusuf George, Emilie Goodall, Denise Hearn, 
Lionel Johnson, Chris Jurgens, Scott Kalb, Mirtha Kastrapeli, Marjorie Kelly, Corey Klemmer, Jon Lukomnik, James 
McIntire, Andrew Parry, Taylor Sekhon, Rendel Solomon, and Robin Varghese. Individual members of the Advisory 
Board are generally supportive of the research, conclusions and recommendations of this project. However, that 
does not imply that each Advisory Board member agrees with each finding or recommendation. 
 
This work was made possible by Laudes Foundation, an independent philanthropic organisation accelerating the 
transition to a climate-positive and inclusive global economy, as well as Omidyar Network, a social change venture 
that works to reimagine critical systems and the ideas that govern them, and to build more inclusive and equitable 
societies in which individuals have the social, economic, and democratic power to thrive. Early research for this 
paper was also partially supported through the Open Society Fellowship Program, part of the Open Society 
Foundations—the world’s largest private funder of independent groups working for justice, democratic 
governance, and human rights. 
 
About the Predistribution Initiative (PDI): 
 
The Predistribution Initiative is a multistakeholder project designed to co-create improved investment structures 
and practices that: 

• share more wealth and governance control with workers and communities; 

• have stronger investment team incentives for ESG integration; and, 

• that ultimately address systemic risks, including inequality and climate change. 

We pursue this mission through workshops, research, publications, stakeholder engagement and field building.
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Introduction 
 

Do environmental, social, and governance (ESG) and impact investing practices in their current forms 

provide investors with sufficient tools to play a meaningful role in “Building Back Better” following the 

COVID-19 crisis?1 Many investors, including those who identify as “Universal Owners,” often seek to 

manage ESG risk and opportunity through corporate governance interventions.2 However, certain 

investment structures can also have negative impacts relating to ESG goals and management of 

systematic risk. Furthermore, they can undermine the positive impacts sought by investors at the 

portfolio company-level.  

Currently, in practice, the negative impacts of weak capital structures are typically being addressed 

piecemeal through company-by-company interventions that focus on their operations, like a game of 

whack-a-mole; but key roots of the problems — the investment structures themselves — are left 

unaddressed. This paper outlines why it is important for institutional investors (asset owners and 

allocators) to consider risks stemming from asset allocation and portfolio construction and encourages 

investors to align the practices of their investment professional teams with ESG strategies.3 Regardless 

of whether an institutional investor includes a focus on ESG integration, understanding how allocations 

 
1 The Principles for Responsible Investment (PRI) refers to ESG in the context of responsible investing: “Responsible 
investment (RI) is an approach to investing that aims to incorporate environmental, social and governance (ESG) 
factors into investment decisions, to better manage risk and generate sustainable, long-term returns.” Throughout 
this paper, when we refer to “ESG investing” or “ESG integration,” we typically use it synonymously with 
“responsible investment.” When referring to “impact investing,” we use the Global Impact Investing Network 
(GIIN) definition: “Investments made into companies, organizations, and funds with the intention to generate 
social and environmental impact alongside a financial return.” Both ESG and impact investing have grown 
significantly over the past decade. While they traditionally had different meanings, with ESG investing focused 
more on risk management, and impact investing focused more on making a positive impact, their application in 
practice is beginning to converge. For the purposes of this paper, we focus on ESG investing with the 
acknowledgement that our statements are often also applicable to impact investing.   
2 First coined by Robert Monks and Nell Minow (See: Robert A.G. Monks and Nell Minow, Corporate Governance, 
(West Sussex: John Wiley & Sons, 2011), 132, “universal ownership” suggests that certain institutional investors 
have reached such size and scale that they own every industry, asset class, and geography in their portfolios, 
essentially thereby owning the market, which is a reflection of the economy. As such, the health of the overall 
market and economy matters more than the idiosyncratic risk and return associated with each individual 
investment.  If an individual investment results in negative externalities to the economy, and therefore the market, 
even if that produces a near-term return for that individual investment, it may not be in the interest of the 
investor’s portfolios. For additional information, see: James Hawley and Andrew Williams, “The Emergence of 
Universal Owners: Some Implications of Institutional Equity Ownership,” Challenge 43, no. 4 (2000): 43-61, 
http://www.jstor.org/stable/40722019; James Hawley and Andrew Williams, “Universal Ownership: Exploring 
Opportunities and Challenges” (report, conference at Saint Mary’s College of California, April 10-11, 2006), 
https://community-wealth.org/sites/clone.community-wealth.org/files/downloads/report-hawley-williams.pdf; 
Jim Hawley and Jon Lukomnik, “Modernising Modern Portfolio Theory,” PRI Blog. Principles for Responsible 
Investment, August 27, 2019, https://www.unpri.org/pri-blogs/modernising-modern-portfolio-theory/4765.article. 
3 By “investment professionals,” we mean analysts, portfolio managers, and other professionals who are 
responsible for conducting financial analysis and managing financial performance. ESG teams are often separate 
from teams of investment professionals, smaller, siloed in their organizations, and sometimes incentivized 
differently than investment teams. We explore these dynamics further in the full working paper. 

https://www.unpri.org/
https://thegiin.org/
https://thegiin.org/
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to high-risk asset classes can ultimately undermine long-term return goals can help fiduciaries fulfil their 

commitments to beneficiaries and manage accordingly.  

In this paper, we review the issues and then propose several preliminary paths toward solutions that we 

intend to workshop and fine-tune with investors. Potential solutions focus on:  

• Diversifying asset allocation to smaller, emerging, and more diverse fund managers and 

investment opportunities, including those with more regenerative investment structures in the 

middle of the risk-return spectrum (e.g. revenue based financing, equity redemptions, and 

worker/community ownership vehicles), as opposed to depending on large allocations at the 

very high and low ends of the risk-return spectrum (e.g. leveraged buyout private equity, high 

yield bonds, and leveraged loans);  

• Building an internal enabling environment through adjustments to team incentive structures 

and performance reviews, as well as benchmarking and valuation methodologies (e.g. less focus 

on time-value-of-money metrics); and, 

• Field-building (e.g. that supports expanded interpretations of financial materiality to address 

activities that contribute to systematic risk, as well as the evolution of existing ESG and impact 

investing frameworks to account for potential negative impacts from capital structures and 

investors’ influence in shaping them).4  

 

Certain capital structures and their manifestations as investment products have negative 

systemic impacts 
 

COVID-19 has exposed the deeply fragile state of communities, companies, governments, and markets. 

Just prior to the pandemic, the International Monetary Fund (IMF) had begun to ring alarm bells about a 

potential corporate debt crisis, the implications of which – through potential bankruptcies or 

restructurings – are of concern to companies, workers, communities, and investors alike.5 Similarly, in its 

May 2020 Financial Stability Report, the US Federal Reserve (the “Fed”) noted that at the end of 2019, 

“Business debt levels were high relative to either business assets or GDP, with the riskiest firms 

accounting for most of the increase in debt in recent years… Against this backdrop, the COVID-19 

 
4 For additional context on how ESG and impact investing frameworks focus on operational issues at the portfolio 
company or enterprise-level but do not include investment structures and practices, see the following by Delilah 
Rothenberg and Amanda Feldman, “A Resolution for Investors: you must engage on new forms of stakeholder 
capitalism,” Responsible Investor, January 23, 2020, https://www.responsible-investor.com/articles/a-resolution-
for-investors-you-must-engage-on-new-forms-of-stakeholder-capitalism; “Leverage, Compensation and Taxation: 
Doing Due Diligence on Investment Fund Managers,” ImpactApha, January 7, 2021, https://impactalpha.com/ 
leverage-compensation-and-taxation-doing-due-diligence-on-investment-fund-managers/; and Raphaele Chappe 
and Delilah Rothenberg, “A More Thoughtful Private Equity Model,” Top1000Funds, August 13, 2020, 
https://www.top1000funds.com/2020/08/a-more-thoughtful-private-equity-model/; The Predistribution Initiative 
and Impact Management Project, “HBR IdeaLab Discussion,” (presentation, July 2020), 
https://predistributioninitiative.org/s/IMP-huddle_Negative-investor-contribution_VfFcorrectedlinks.pdf  
5 International Monetary Fund, Global Financial Stability Report: Lower for Longer, October 2019, 
https://www.imf.org/en/Publications/GFSR/Issues/2019/10/01/global-financial-stability-report-october-2019.  
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outbreak poses severe risks to businesses of all sizes and millions of households.”6 Non-financial 

corporate debt was almost twice as high as before the Global Financial Crisis (GFC), leverage ratios were 

at historical peaks, and covenants (lender protections) were light. These dynamics made our economy 

especially vulnerable to a crisis, contributing to and compounding the various forms of systemic 

inequality trickling down to individuals and communities.  

The growth and institutionalization of the Non-bank Financial Institution (NBFI) sector - or capital 

markets actors including institutional investors, their asset managers, and other investment vehicles - 

has contributed to these trends. Following the GFC, regulatory reform helped banks build healthier 

balance sheets and risk management practices, but limited their ability to offer financing to smaller 

clients and those with weaker balance sheets. NBFIs have stepped in to fill this void. These alternative 

sources of financing have serviced numerous businesses at a time when traditional bank financing has 

been more restricted. However, there has been little infrastructure put in place to ensure NBFIs are 

acting in a prudent, safe, and responsible manner. Indeed, the lack of transparency, policy, and 

regulation in the sector has helped it earn the moniker, “Shadow Banking Sector.”7 

The Financial Stability Board (FSB) notes that, “The NBFI sector – comprising mainly pension funds, 

insurance corporations and other financial intermediaries (OFIs) – has grown faster than the banking 

sector over the past decade... The financial assets of the NBFI sector amounted to $200.2 trillion in 

2019, accounting for nearly half of the global financial system in 2019, up from 42% in 2008.”8 Given 

institutional investors’ size and dominance in the economy, it is important to consider mechanisms by 

which these actors influence companies and their capital structures, including how existing investment 

structures, asset allocation strategies, and related financial products can impact – positively or 

negatively – people, the real economy that we live in, and the stability of the financial system.  Those 

with some of the most significant exposure to weak credit quality and who are fueling dynamics that 

contribute to fragility are institutional investors. Yet, as the “Universal Ownership” concept suggests, 

they also have some of the greatest potential for change. 

 

 
6 Board of Governors of the Federal Reserve System, “Borrowing by Businesses and Households,” in Financial 
Stability Report, May 2020, https://www.federalreserve.gov/publications/2020-may-financial-stability-report-
borrowing.htm.  
7 Sources and additional reading: IMF, Global Financial Stability Report; “Banks Lose out to Capital Markets When it 
Comes to Credit Provision,” The Economist, July 25, 2020, https://www.economist.com/finance-and-
economics/2020/07/25/banks-lose-out-to-capital-markets-when-it-comes-to-credit-provision; Larry Light, 
“Corporate Finance Has Two New Ticking Debt Time Bombs a Decade After the Financial Crisis,” Fortune, 
December 29, 2019, https://fortune.com/2019/12/29/financial-crisis-corporate-debt-lev-loans-covenants/; Matt 
Levine, “Public Markets Don’t Matter Like They Used To," Bloomberg, August 5, 2020, 
https://www.bloomberg.com/opinion/articles/2020-08-05/public-markets-don-t-matter-like-they-used-to; Jack 
Gray, “Credit Downgrades Present ‘Serious Challenges’ for Pension Schemes - AXA IM,” Pensions Age Magazine, 
September 14, 2020, https://www.pensionsage.com/pa/Credit-downgrades-present-serious-challenges-for-
pension-schemes-AXA.php; Robin Wigglesworth. “Coronavirus: Is Investment Management the Weak Link?” 
Financial Times, April 13, 2020, https://www.ft.com/content/d9812fee-798a-11ea-9840-1b8019d9a987. 
8 Financial Stability Board, Global Monitoring Report on Non-Bank Financial Intermediation 2020, December 16, 
2020, https://www.fsb.org/2020/12/global-monitoring-report-on-non-bank-financial-intermediation-2020/.  
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What do we mean by fragile? 
 

Particularly among larger institutional investors, existing approaches to asset allocation have resulted in 

highly leveraged and consolidated capital flows, which can contribute to negative feedback loops and, 

ultimately, systemic and systematic risks to both the real economy and the financial system.9 These 

concerns can be tracked to three interlocking trends. 

 

1- Asset allocation strategies at the high end of the risk-return spectrum 

In the past few decades, institutional investors have migrated up the risk-return spectrum to asset 

classes with higher yields, including private equity (PE), particularly in leveraged buy-out (LBO) 

strategies, venture capital (VC), as well as high yield bonds, private debt, leveraged loans, and 

collateralized loan obligations (CLOs). There are a number of reasons for these changes, including, but 

not limited to, ongoing declines in interest rates by major global central banks, dynamics related to 

funding ratios of institutional investors such as pension funds, growing interest in the illiquidity premium 

of private markets, benchmarking practices, investor dissatisfaction with public markets, and increased 

opportunity for NBFIs to provide financing following banking regulations resulting from the GFC.10 

Because investor demand is high, sponsor-backed and corporate borrowers have benefitted from loose 

underwriting standards.  

While such shifts in asset allocation may suit investors’ near-term goals, such as ensuring actuarial 

targets can be met, institutional allocation toward higher risk asset classes is systemically contributing 

to increased global debt burdens, corporate and fund manager consolidation, and risk across capital 

structures, resulting in fragility for companies, the real economy, and financial markets. The resulting 

risks are therefore shared not only by investors, but also governments, workers, and communities 

alike.   

In a section of its October 2019 Global Financial Stability Report titled, “High corporate leverage can 

exacerbate the next economic downturn,” The International Monetary Fund (IMF) noted that:  

“…the outlook for firms has weakened despite very low interest costs. Debt has risen and is 

increasingly used for financial risk-taking—to fund corporate payouts to investors, as well as 

mergers and acquisitions (M&A), especially in the United States. In addition, global credit is 

increasingly flowing to riskier borrowers… Banks and nonbank financial institutions with 

 
9 Systemic risk is generally understood as the possibility that a specific event (for example, the failure of a given 
financial institution) could destabilize other institutions and spark a major collapse in a specific industry or the 
broader economy. Systematic risk is the pervasive market risk that cannot be diversified away, and reflects a 
variety of factors including economic, socio-political, and other market events. 
10 IMF, Global Financial Stability Report;  Preqin, Global Private Equity & Venture Capital Report, February 4, 2020, 
https://www.preqin.com/insights/global-reports/2020-preqin-global-private-equity-venture-capital-report. 
Additional reading: Michael J. Mauboussin and Dan Callahan, Public to Private Equity in the United States: A Long-
Term Look, Morgan Stanley, August 4, 2020, https://www.morganstanley.com/im/publication/insights/ 
articles/articles_publictoprivateequityintheusalongtermlook_us.pdf?1596549853128; Howard Marks, “Coming 
into Focus,” memo to Oaktree clients, October 13, 2020, https://www.oaktreecapital.com/docs/default-
source/memos/coming-into-focus.pdf. 
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significant exposures to small and medium-sized enterprises (SMEs), syndicated leveraged loans, 

direct credit, and high-yield corporate bonds may be particularly susceptible to losses in such an 

adverse scenario and could amplify the shock by curtailing credit to the economy.”11   

Had our financial system not been so fragile to begin with, markets likely would not have required such 

extreme levels of government support in response to the pandemic. Global central banks – perversely - 

saw little choice but to use the same playbooks that had helped to incentivize high levels of corporate 

debt in the first place. In response, investors and companies doubled down on asset allocations to 

strategies higher on the risk-return spectrum. For instance, amid challenges posed by the pandemic, 

buyout funds alone raised around US$300 billion in 2020, and data suggests that institutional investors 

expect to expand their private assets portfolios moving forward, particularly to LBO strategies and 

managers with established track records.12 Following interventions by central banks in response to the 

COVID-19 crisis, total HYB bond issuance soared, beating the prior peak in 2012. There is little sign of 

underwriting standards improving. 

 

2- Growing institutionalization of capital  

These allocation trends are particularly concerning when compounded with the consolidation of capital 

flows. Markets have evolved from being dominated by individual investors to having a large presence of 

institutional investors. Institutional investors now hold over 40 percent of global market capitalization of 

listed companies, and the number is higher in some markets. In the US, it is 72 percent.13 With large 

institutions having to invest significant amounts of capital at a time, there is a tendency for established 

fund managers and companies to grow disproportionately faster than emerging fund managers and 

smaller businesses. These increased incentives for consolidation lead to reduced competition and 

increased monopsony dynamics, which weaken labor’s bargaining power, stifle small-and-medium-sized 

enterprises (SMEs), reduce innovation and productivity, consolidate wealth, and increase political 

capture. They also contribute to high asset class correlations and less opportunities for diversification 

for asset owners and allocators. 

This leads to a host of negative impacts for multiple stakeholders, including:  

Large capital flows to fewer fund 
managers and companies 

• In 2019, the 20 largest funds captured approximately 45% of all 
committed capital versus 29% five years ago.  

• In the first half of 2020, while only 19.5% of the funds raised 
were US$1 billion or larger, they represented 73.9% of dollars 

 
11 Sources and additional reading: IMF, Global Financial Stability Report; “Should the World Worry About America’s 
Corporate-Debt Mountain?”; Martin-Buck, Leveraged Lending and Corporate Borrowing. 
12 Eaton Partners, LP Pulse Survey Results, December 2020, https://www.stifel.com/Newsletters/ 

InvestmentBanking/BAL/Marketing/StifelSays/2020/EatonSurveyResults_Dec2020.pdf; Bain & Company, Global 
Private Equity Report, 2021, https://www.bain.com/insights/topics/global-private-equity-report/. 
13 Organisation for Economic Co-operation and Development, Owners of the World’s Listed Companies, October 

17, 2019, https://www.oecd.org/corporate/Owners-of-the-Worlds-Listed-Companies.htm; PwC, Asset and Wealth 

Management Revolution: The Power to Shape the Future, 2020,https://www.pwc.com/gx/en/industries/ 

financial-services/assets/wealth-management-2-0-data-tool/pwc_awm_revolution_2020.pdf. The US market is 

particularly relevant in this paper, as it is the largest capital market globally. 

https://www.oecd.org/corporate/Owners-of-the-Worlds-Listed-Companies.htm
https://www.pwc.com/gx/en/industries/
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committed, and that period outraised 2019 by US$6.0 billion 
with 214 fewer funds.14 

• Dynamics squeeze out diverse and emerging fund managers, as 
well as innovative and potentially more regenerative investment 
structures and businesses that could help institutional investors 
meet their required rates of return. 

Large asset managers – particularly in 
private markets – competing for fewer 
and larger deals, leading to rising 
valuations  

• Average LBO deal size was US$628 million in 2019 and US$776 
million in 2020 – higher than previous peaks last seen in the GFC. 

• Average EBITDA purchase price multiples for LBO transactions in 
the US and Europe have been increasing – in 2020, they were 
11.4x and 12.6x, respectively; in the US, over two-thirds priced 
over 11x.15 

• Dynamics result in a dearth of capital for smaller companies and 
lower returns for investors.  

Increased incentives for reliance on 
leverage to magnify returns (particularly 
in a low interest rate environment) 

• Neary 80% of LBO transactions in the US were leveraged at over 
6x EBITDA in 2020, a trend that continued from previous years.16 

• As described in the next section, high debt burdens weaken 
capital structures and jeopardize portfolio companies’ offerings 
of quality jobs, affordable quality goods and services, and even 
the integrity of environmental activities, such as the protection 
of biodiversity. 

Fees and carried interest of large private 
capital fund managers grow 
exponentially faster than income of 
workers in or beneficiaries of portfolio 
companies 

• Bloomberg Businessweek notes that, “There are more private 
equity managers who make at least $100 million annually than 
investment bankers, top financial executives, and professional 
athletes combined...”17 

• Dynamics contribute to inequality and secular stagnation, as well 
as disproportionate influence of the largest fund managers over 
their investors, stakeholders, and public policy. 

 

3- Increasing corporate debt burdens 

Too much leverage is dangerous. Debt-laden capital structures can encourage companies to cut costs 

such as worker payrolls and benefits, or the quality of goods and services, in order to service rising debt 

levels. This debt results in systemic inequality that can destabilize markets. Such structures often put 

companies in precarious situations and at risk of bankruptcy if there is a slight drop in revenues, rise in 

interest rates, or other unexpected business disruption. 

Thanks to government support, the world has not seen the wave of defaults and bankruptcies that many 

worried about when the pandemic began. However, both corporate and government debt has risen to 

concerning levels. The IMF evaluated that public debt across developed economies rose above 130 

 
14 Preqin, Global Private Equity & Venture Capital Report; James Geifer et al., Private Fund Strategies Report – Q2 
2020, PitchBook, August 2020, https://files.pitchbook.com/website/files/pdf/PitchBook_Q2_2020_Private_ 
Fund_Strategies_Report.pdf. 
15 Bain & Company, Global Private Equity Report 
16 Bain & Company, Global Private Equity Report 
17 “Everything Is Private Equity Now,” Bloomberg, October 3, 2019, https://www.bloomberg.com/news/features/ 

2019-10-03/how-private-equity-works-and-took-over-everything. 
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percent of GDP by the end of 2020.18 Global government debt is estimated by Fitch to have soared in 

2020 by about US$10 trillion to US$77.8 trillion, equivalent to 94 percent of world GDP.19 US companies 

borrowed a record US$2.5 trillion in the bond markets in 2020.20 Further, risk of default increased, as 

reflected in credit ratings downgrades and the increase in the number of so-called zombie companies.21 

Negative impacts of high corporate debt levels include:  

• Outsourced risk to companies’ worker and community stakeholders as companies struggle to 

balance high debt burdens and returns for investors with long-term solvency, good jobs (which can 

deteriorate slowly over time, or be lost suddenly in extreme cases of bankruptcy or to avoid 

defaults), the quality and affordability of goods and services (e.g. housing, essential healthcare 

services, or access to infrastructure), among other commitments; 

• Excessive risk-taking that can translate into waves of bankruptcies and market instability in the form 

of credit and liquidity crises;    

• An economy that may become so leveraged that the barriers to raising interest rates have become 

very high – what economists describe as a “debt-trap;” and,  

• Weakened government financial positions, given needs to sustain markets and consumers through 

downturns via fiscal and monetary policy, a risk shared by taxpayers.   

Moreover, high leverage decreasingly translates into corporate investment – since the 1980s, less than 10 

cents of each borrowed US dollar is invested, as compared with 40 cents in the 1960s and 1970s. Increasingly, 

debt is being used to magnify near-term investor returns via share buybacks and dividends in public 

companies, LBOs and dividend recapitalizations in private companies, as well as mergers and acquisitions 

(which can in some cases contribute to unhealthy corporate consolidation as previously described).22 

While not all distributions to investors entail negative impacts for other stakeholders, it can be the case when 

leverage levels reach certain thresholds or when there is insufficient remaining funding to adequately 

reinvest in the business and workforce. 

 

 

 
18 IMF, Fiscal Monitor, April 2020, https://www.imf.org/en/Publications/FM/Issues/2020/04/06/fiscal-monitor-
april-2020.  
19 Reuters, “Record Rise in Government Debt Will Hit Emerging Markets Harder, Fitch Says,” January 6, 2021, 
https://www.reuters.com/article/emerging-markets-debt/record-rise-in-government-debt-will-hit-emerging-
markets-harder-fitch-says-idINL8N2JH21G. 
20 Joe Rennison, “Fed Backstop Masks Rising Risks in America’s Corporate Debt Market,” December 22, 2020, 
https://www.ft.com/content/7fa7e230-5a8f-4a65-b8b7-ecd603a2a3d1. 
21 Zombie companies are typically defined as those companies that are at least 10 years old and whose interest 
coverage ratio has been less than one for at least three consecutive years. 
22 J.W. Mason, Disgorge the Cash: The Disconnect Between Corporate Borrowing and Investment, Roosevelt 
Institute, February 25, 2015. Adam Lewis, “PE Firms Keep Deploying Dividend Recaps despite the Risks,” PitchBook, 
August 15, 2019, https://pitchbook.com/news/articles/pe-firms-keep-deploying-dividend-recaps-despite-the-risks; 
Ruth McGavin and Benjamin Robertson, “Private Equity Firms Quietly Return to Debt-Funded Payouts” Bloomberg, 
July 28, 2020, https://www.bloomberg.com/news/articles/2020-07-28/private-equity-firms-quietly-return-to-debt-
funded-payouts 

https://pitchbook.com/news/articles/pe-firms-keep-deploying-dividend-recaps-despite-the-risks
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Why should investors care? 
 

We encourage large, diversified, long-term oriented institutional investors to consider how their 

activities may contribute to these issues and how they can improve their own practices to better 

manage systemic and systematic risks. “Universal Owners” have portfolio exposure to every industry, 

every geography, and every asset class. As such, they cannot diversify away certain systemic or 

systematic risks, such as the continued cyclical fragility discussed in this paper. Studies suggest that in 

fact the majority of these investors’ returns is influenced by systematic factors, rather than idiosyncratic 

factors.23  

It is also worth highlighting that economic inequality is increasingly recognized as a systematic risk by 

investors, policy makers, companies, think tanks, and academics.24 The market dynamics highlighted 

contribute to secular stagnation, since wealth pools to very few individuals, versus a wider population. 

With the marginal propensity to spend of the wealthy being lower than that of a typical person, less 

overall spending occurs. Households are also incentivized to take on more debt to subsidize their 

consumption. And, as the wealthy use their capital to invest in assets like housing and equities, the value 

of these assets increase disproportionately to gains earned by the average person, making barriers to 

entry for homeownership and investing higher. Ultimately, these undercurrents boomerang back to 

Universal Owners’ portfolios in the form of systematic risk, conflicting with both longer-term financial 

return targets, as well as ESG goals.  

From a macroeconomic perspective, in the current environment, many of the largest central banks 
around the world have had little choice but to double down on low interest rates and quantitative 
easing (QE) – thereby incentivizing even more leverage throughout the economy and markets and 
boosting asset prices. Fiscal stimulus measures, while critical to support growth if spent productively, 
nonetheless also contribute to growing sovereign debt burdens. For the time being global central bank 
interventions have pushed borrowing costs down, reigning in the yields and propping up markets.   
 
Yet many are concerned that central banks will eventually run out of firepower and that stimulus 

measures can have unintended consequences relating to inflation and currency devaluation. Continued 

central bank interventions come at a long-term cost to society and to investors through ever increasing 

levels of corporate and government debt, a deterioration in credit outlook, dependency on persistently 

 
23 For further information, see for instance: Jon Lukomnik and James Hawley, Moving beyond Modern Portfolio 
Theory: Investing That Matters, (New York: Routledge, 2021). 
24 “New Report: Why and How Investors Can Respond to Income Inequality,” TIIP The Investment Integration 
Project, October 31, 2018, https://www.tiiproject.com/coming-soon-why-and-how-investors-can-respond-to-
income-inequality/; Greg Jaffe, “Capitalism in Crisis: U.S. Billionaires Worry about the Survival of the System That 
Made Them Rich,” Washington Post, April 20, 2019, https://www.washingtonpost.com/politics/capitalism-in-crisis-
us-billionaires-worry-about-the-survival-of-the-system-that-made-them-rich/2019/04/20/3e06ef90-5ed8-11e9-
bfad-36a7eb36cb60_story.html; Jeff Cox, “Fed’s Powell Reveals What He Thinks Is the Biggest Challenge over the 
next Decade,” CNBC, February 7, 2019, https://www.cnbc.com/2019/02/07/feds-powell-reveals-biggest-economic-
challenge-over-the-next-decade.html; David Randall, “U.S. Income Inequality a ‘National Emergency’: Billionaire 
Ray Dalio,” Reuters, April 4, 2019, https://www.reuters.com/article/us-usa-wallstreet-dalio-idUSKCN1RG2VU; 
Andrea Riquier, “Economic Inequality Could Cause U.S. Debt Downgrade, Moody’s Says,” MarketWatch, October 
27, 2018, https://www.marketwatch.com/story/economic-inequality-could-cause-us-debt-downgrade-moodys-
says-2018-10-12. 
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low interest rates, self-reinforcing cycles of higher equity valuations and a widening gap between the 

real economy and financial markets, and a build-up of financial stability risks, with unpredictable and 

volatile macroeconomic dynamics. Should increases in inflation manifest that prove difficult to control, 

these dynamics could eventually precipitate a solvency crisis.  

IMF staff note: “While there is for now no alternative to continued monetary policy support, there are 

legitimate concerns around excessive risk-taking and market exuberance. This situation creates a difficult 

dilemma for policymakers. They need to keep financial conditions easy to provide a bridge to vaccines 

and to the economic recovery. But they also need to safeguard the financial system against unintended 

consequences of their policies, while remaining in line with their mandates. With investors betting on 

persistent policy backstop, a sense of complacency appears to be permeating markets; coupled with 

apparent uniform investor views, this raises the risk of a market correction or ‘repricing.’ A sharp, sudden 

asset-price correction—for example, as a result of a persistent increase in interest rates—would cause a 

tightening of financial conditions. This could interact with existing financial vulnerabilities, creating 

knock-on effects on confidence and jeopardizing macro-financial stability.”25 

How far can markets migrate up the risk curve before they become unsustainable – both from a 

financial and socioeconomic point of view? Should investors continue to respond by constructing their 

portfolios the way they always have? There is increasingly reason to question whether the current 

macroeconomic backdrop and market composition warrant the same tools and approaches we have 

used in the past. Neither Modern Portfolio Theory (MPT) nor ESG frameworks currently address 

potential negative impacts stemming from investment structures, including the build-up of financial 

stability risks.26 Is a barbell asset allocation strategy fit for purpose given the evolution in market 

structure and macroeconomic conditions?   

Our conclusion is that in the current environment, though investors may be generating short-term 

profits, traditional approaches and procyclical asset allocations are indeed contributing to systematic 

risk across markets, which comes back to investors in the longer term in the form of asset bubbles, 

debt crises, deterioration of the real economy, and financial system instability, while resulting in 

systemic risk for all stakeholders. Simply put, institutional migration farther up the risk curve 

cumulatively is contributing to both more risk for the real economy, as well as for investor portfolios. 

Responding to a potential corporate debt crisis and equity bubble with more of the same types of 

 
25 Adrian and Natalucci, “Financial Perils in Check for Now, Eyes Turn to Risk of Market Correction,” 
https://blogs.imf.org/2021/01/27/financial-perils-in-check-for-now-eyes-turn-to-risk-of-market-correction/ 
26 Arguments that MPT does not support portfolio construction in a manner that adequately accounts for 

companies’ contributions to systematic risks have been put forth by a number of thought leaders, including Jon 
Lukomnik, James P. Hawley, and Jeffrey Gordon. For instance, see: Lukomnik and Hawley’s forthcoming book, 
Moving Beyond Modern Portfolio Theory: Investing that Matters, and Jeffrey N. Gordan, "Systematic Stewardship," 
(paper for Conference on Rethinking Stewardship, October 23, 2020), 
https://ecgi.global/sites/default/files/gordon_systematic_stewardship_draft_1.2._102020.pdf. We build on this 
important body of work to suggest that similarly, MPT does not account for the negative systematic impacts 
stemming from investment structures and practices at the asset management level 
Separately, while it may be argued that MPT accounts for the idiosyncratic risks of high leverage, arguments such 
as the Modigliani-Miller Theorem suggest the market value of a company is accurately calculated as the present 
value of its future earnings and its underlying assets, independent of its capital structure. 
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investments is not sustainable – neither in terms of market robustness, nor from the perspective of 

stakeholder well-being.   

Yet these issues have been underexplored when it comes to ESG and impact investing frameworks and 

practice. Matters relating to investment structures, capital structures, leverage ratios, earnings 

calculations, valuation methodologies, benchmarking approaches, and resulting asset allocation and 

portfolio construction are not typically within the realm of ESG-related responsibilities. 

 

What are possible solutions? 
 

We expect that some from the investment community may read this working paper and respond that 

potential risks outlined are too distant to factor into portfolio construction decisions today. Particularly 

at a time when central banks around the world seem prepared to continue to step in to prevent liquidity 

and solvency crises and governments are addressing inequality through fiscal policy, there does not 

seem to be a need to steer asset allocation away from higher risk asset classes. Moreover, because 

institutions often evaluate their near-term performance and investment activities relative to peers, it 

could be politically risky career-wise for a Chief Investment Officer (CIO) to reconsider portfolio 

construction in ways this working paper considers. 

Yet we would argue that integrating long-term risk management into investment analysis and portfolio 

construction is the very essence of what it means to be a responsible fiduciary. Moreover, it is 

increasingly difficult to realize strong returns through traditional asset allocation in the current market 

environment. As such, we suggest that the below interventions can help unlock solutions.  

Preliminary solutions for workshopping27  

1 Reconsider asset allocation  
 
The risk/return relationship is no longer 
what it used to be. Portfolio 
construction would benefit from more 
thoughtful and/or niche solutions and 
therefore deconsolidated capital flows 
and a less “bucketed” approach to 
strategic asset allocation. 

Asset owners and allocators could:  

• Deconsolidate capital flows – such as through special situations teams and 
emerging manager programs - to ensure exposure to smaller and 
emerging managers, as well as to SMEs. This helps avoid concentration 
and systematic risks, as well as enhance diversification. 

• Allocate less to traditional fixed income and less to high-risk asset classes, 
but more to emerging and regenerative asset classes in the middle of the 
risk-return spectrum to potentially offer more stable paths to the 
investor’s required rate of return, improve diversification, and reach more 
emerging managers and SMEs. Examples include revenue-based financing 
(RBF), equity redemptions, and worker and community ownership models. 
Develop strategies with both existing GPs and new relationships. 

• Explore permanent capital vehicles (PCVs) and longer-dated funds to help 
address short-termism.   

• Consider structures where the interest rate declines in correspondence 
with ESG-related improvements. 

2 Align investment team incentives, 
performance reviews, valuation 
methodologies, and benchmarking 

Investors could: 

 
27 The term “Investors” in this section refers to both asset owners and allocators, as well as asset managers. When referring to  
private asset classes specifically, we use the terms, “LP” and “GP.” 
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Preliminary solutions for workshopping27  

with ESG goals and systematic risk 
management 
 
Adjustments support an enabling 
environment for improved asset 
allocation strategies and risk 
management. Some guidelines may be 
included in investment agreements. 

• Consider valuation methodologies with less emphasis on time-value-of-
money, thereby alleviating pressure to return capital in shorter 
timeframes that can compromise the integrity of ESG integration. 

• Conduct performance reviews on a longer-term basis versus shorter 
intervals. 

• Improve whether investment teams have any ESG or impact related KPIs 
tied to their compensation and performance reviews to complement 
financial KPIs. 

• Require ESG training for investment teams and include ESG specialists on 
Investment Committees. 

• Reinterpret and expand the understanding of risk. 

• Reconsider benchmarking practices to account for high leverage, the 
changing market structure, the historically undervalued costs of human 
and natural capital, and to avoid relative performance measures. 

3 Evolve financial analysis to include a 
focus on systematic risk and return 
 
Financial analysis should evolve with 
market structure to consider not only 
“financially material” risks to a 
company, but also systematic risks 
across portfolios, including from 
investment structures.   

Asset owners and allocators could: 

• Build out multi-disciplinary risk management teams who participate in 
asset allocation strategy.  

• Build a strong mechanism to facilitate cross-learning between investment 
professionals, ESG professionals, risk management professionals, and 
economists that leads to development of new valuation methodologies 
and tools to integrate systematic risk management into investment 
practices.   

• Weight asset values in inverse proportion to their risk across asset classes.  

4 Develop responsible debt practices 
 
Stronger due diligence and requirements 
can reduce systematic risk. 

LPs and lenders could: Consider "responsible debt" thresholds – such as 
simple leverage ratios, limits on EBITDA add-backs, and parameters on uses 
of funds - when GPs structure an investment or for corporate issuers. Due 
diligence can be conducted on past practices via improved ESG analysis and 
guidelines integrated into Limited Partnership Agreements and loan 
documentation (e.g. covenants). 

5 Evaluate fund manager compensation 
with an ESG lens 
 
Narrowing ratios can help reduce 
wealth inequality, keeps economic 
demand strong, markets stable, and 
society peaceful. 

• Asset owners and allocators could ask their fund managers to report on 
their own impacts on inequality, for instance, pay ratios between average 
workers in portfolio companies and senior executives in the fund manager. 
Where appropriate, guidelines could be integrated into investment 
agreement documentation. 

• GPs could scale the management fee relative to AUM or propose an 
annual general and administrative budget to LP Advisory Committee, and 
have lower and/or more transparent fees with their portfolio companies.  

• GPs could also create opportunities for workers – and in some cases such 
as real assets, communities - to build wealth, through sharing equity and 
profits in portfolio companies and projects. 

6 Measure and manage fund manager 
political spend & corporate capture 
 
Interventions can help minimize 
disproportionate influence of asset 
managers and conflicts with ESG goals. 

Asset owners and allocators could:  

• Ask their fund managers and their portfolio companies to report on their 
own lobbying and political spend and align activity with stated ESG goals.  

• Guidelines and key performance indicators (KPIs) can be integrated into 
investment agreements. 

 

7 Measure and manage fund manager 
tax practices 
 

Asset owners and allocators could:  

• Conduct diligence on their fund managers related to tax practices, 
including at the fund manager and investment-structure levels (e.g. 
domiciling of funds), as well as portfolio company level. 

• Integrate guidelines into investment agreements.   
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Preliminary solutions for workshopping27  

While we are in favor of tax efficiency, 
tax avoidance results in ESG risks and 
societal instability. 

8 Invest in industries that contribute to 
sustainable economic growth 
 
If a significant percentage of investors’ 
returns is influenced by systematic 
factors, it is critical to invest in the 
health of the system.   

Investors could: Shift some allocations from investments that focus on 
consumer discretionary industry to tap into the unlocked value in defensive 
yet growing industries like sustainable infrastructure, affordable housing, 
and regenerative agribusiness. Such investment models could include 
responsibly structured rent-to-own affordable housing programs to help 
build wealth more evenly across the economy, or sustainable infrastructure.  
Quality jobs could also be created in the process.  

9 Engage beneficiaries and stakeholders 
of the companies and institutions into 
which you invest to stay ahead of the 
curve on “dynamic materiality” 
 
Avoid layers of intermediation that can 
distort or delay stakeholder concerns. 

Investors could: 

• Ensure company and fund manager governance structures are diverse, 
with representation from impacted stakeholder groups. For instance, 
worker and community representatives could be selected to serve on 
portfolio companies’ boards of directors, or even investment committees.   

• Develop well-structured grievance mechanisms and require them of 
portfolio companies. Require reporting on mechanism structure, 
implementation, and incidents. 

• Engage with workers and stakeholders directly. 

• Protect freedom of association and collective bargaining as critical 
channels to facilitate worker feedback and communicate needs.   

10 Evaluate whether internal corporate 
governance and investment practices 
can improve 
 
Incentives and expectations throughout 
the capital markets value chain are 
shaped by the tone from the top.   

Asset owners and allocators could: 

• Ensure trustees are knowledgeable in finance, but limited from conflicts of 
interest regarding capital allocation.   

• Source trustees and leadership from diverse backgrounds to improve 
understanding of risk and opportunity. 

• Educate those in leadership about ESG integration and systematic risk 
management and incentivize them accordingly. Avoid short-term 
performance reviews, pay, and incentives at the expense of long-term 
goals at all levels of the organization.  

• Integrate ESG and systematic risk considerations into Investment Belief 
Statements (IBS). Investment Policy Statements (IPS) can build on IBSs to 
show how investors will respect those statements in practice.  

11 Engage on policy and field-building 
 
Given institutional investors have been 
key actors in these asset classes and 
capital structures, it is critical to engage 
them and to make space for a 
laboratory for research and 
development (R&D) of reforms before 
they are formalized into laws and 
regulation. 

Asset owners and allocators could engage on: 

• Supporting efforts to reinterpret fiduciary duty and financial materiality, to 
engage courts, regulators, and policy makers to require disclosure of 
activities that contribute to systematic risk, including at the portfolio 
company and investor-levels.   

• Supporting efforts to develop measurement and management standards 
for activities throughout the capital markets value chain that contribute to 
systematic risk. 

• Supporting efforts to reduce funding pressure on pension funds, which 
could take the form of increased funding inflows, adjusted accounting 
standards, and/or as we propose, more regenerative asset allocation 
strategies.  

• Supporting macroprudential policies that reign in moral hazard so market 
actors understand high-risk bets can mean a total loss of capital. Investors 
can also engage on topics related to bankruptcy law, tax treatment of 
carried interest, tax treatment of interest, limited liability structure, and 
conditions for “bail-out” support. 
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Preliminary solutions for workshopping27  

• Supporting fiscal policy that fosters sustainable growth and innovation, for 
instance, in the form of risk or “blended” capital, such as grants, first loss 
equity capital, guarantees, and concessionary debt. Incentives can also be 
considered to facilitate inclusive growth without deteriorating the tax 
base, and thresholds of community investment can be mandated of NBFIs. 

 

An invitation 
 

This working paper is an invitation for diverse stakeholders, including, but not limited to, investors, 

intermediaries, civil society, labor advocates, academics, policy makers and regulators, among others, to 

consider co-creating alternative paths with less risk. We believe that it is essential to consider 

adjustments to the very structures that arguably already made our economy vulnerable even prior to 

COVID-19, and that diverse perspectives will make interventions stronger. Importantly, this paper is not 

intended to offer prescriptive solutions, but rather to present preliminary ideas and raise awareness 

about risks, which can therefore result in a forum for healthy debate and co-creation. 

The Predistribution Initiative welcomes and will be convening follow-on discussions to this paper with 

diverse stakeholders to fine-tune our understanding of the issues and workshop the pros, cons, and 

alternatives to potential solutions.  We expect to publish a formal version of this working paper 

reflecting outcomes of these discussions in late 2021, as well as follow on research.  We thank you for 

your interest and look forward to your feedback.    


