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Seismic gilt yield movements:

11 key actions trustees should
be taking in response

The remarkable gilt market movements seen since the ‘mini Budget’ was
announced on Friday 23 September will have led to substantial funding level
improvements for many DB pension schemes, and added to the significant gilt
market movements and funding level gains that had already been experienced
since the end of June.

In this note James Stewart highlights the impact of recent market events
on schemes and looks at how trustees can manage this and capitalise on
any opportunities.

Key actions for trustees:

Understand your current funding position relative to your objectives
Review de-risking triggers

Reassess your risk position in the current environment and understand
impact on sponsor covenant

Review asset allocation and consider rebalancing
Top up LDI-ready collateral in case of further yield rises
Consider increasing hedging given more attractive gilt yields
Explore opportunities in credit markets
Ensure you are comfortable with the liquidity of your portfolio
Review approach to currency hedging

. Review cashflow management procedures

Monitor how close you are to buyout

James Stewart
Investment Consultant


https://www.xpsgroup.com/services/xps-investment/
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Market backdrop

The Chancellor’s announcement on 23 September has sparked a historic
sell-off in UK gilts. At the time of writing, 20 year fixed gilt yields increased
by around 1%pa since the announcement before partially falling back
following intervention by the Bank of England.

This has been largely attributed to the extra government borrowing expected to fund the tax cuts
announced, in addition to the widely anticipated energy subsidies to help households manage soaring
energy costs.

Sterling has also reacted significantly to the budget announcement, falling sharply to 1.06 US Dollars
to the Pound at time of writing. Equity and credit markets meanwhile have reacted more modestly, with
both the FTSE World Equity Index and the iBoxx Sterling Non-gilts Index down.

These market movements have added to what’s been a remarkable time for global investment markets
since the beginning of the year. With the exception of property, most major asset classes have performed
poorly. Whilst we have observed some improvement over Q3 so far, asset markets generally remain in

a worse position to where they started the year.

Asset class returns between 31 December 2021 and 23 September 2022
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Inflation also remains at the forefront of investor concerns; supply chain disruptions persist, energy prices
remain high and labour markets remain very tight.
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Central banks have responded by increasing base rates faster than initially expected, as demonstrated by
the latest Bank of England’s Bank rate increase of 0.5% to 2.25% announced on 22 September. Similarly,

as the UK economy finds itself amidst a cost of living crisis, plans for increased government spending and
tax cuts are expected to apply upward pressure on interest rates also. In response to disorderly gilt market
movements the Bank of England announced on 28 September it will intervene in the gilt market to buy
gilts in order to stabilise the market.

The market movements seen have also led to a large fall in pension scheme liabilities over the year. This
has continued apace since the end of June, particularly so in late September following the mini budget.

Using XPS Radar, we monitor estimated funding positions for our clients on a daily basis as well as
monitoring aggregate UK defined benefit pension scheme funding levels using XPS DB:UK. At the end of
August 2022, XPS announced that the aggregate funding level of UK DB schemes had reached 100% on a
low dependency (gilts + 0.5%) basis for the first time and remains well above this level.

As yields rise, liabilities fall, providing an opportunity for schemes as funding levels improve.

The heat map below shows an estimate of how different schemes will have been impacted by the market
movements since the end of June to mid-September. Each scheme’s experience will have been different
but the heat map below illustrates that the combination of positive growth market returns and rising
yields is expected to have led to a funding improvement for the vast majority of schemes.

Funding level improvements since 30 June 2022 for schemes with different level
of hedging and equity exposure

Equity allocation (assumes 30% in LDI and remainder in corporate bonds)
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Source: XPS calculations. The analysis assumes that 30% is invested in cash or gilt assets, and the remaining assets are invested in a mix of either
global equities or all stocks corporate bonds with interest rate and inflation hedging applied to the given % of liabilities proportionally across all
liabilities. Please note this analysis is for guidance only and some illustrated portfolios will be difficult to achieve in practice.
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The erratic movements in gilt yields has presented
near term operational challenges for pension schemes,
but where there is a bigger picture opportunity to
de-risk, this should not be overlooked.
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The opportunities and challenges

Whilst the funding level for many pension schemes will have improved,
the primary cause of the funding improvements, namely gilt yield rises,
has also created some notable challenges for schemes in terms of
maintaining hedging and liquidity buffers.

We have listed 11 actions that trustees should be taking in response.

Understand your
current funding
position relative to
your objectives

Market movements experienced since the end of June, and
particularly the extremme movements of the last few days,

will have led to substantial funding level improvements for many
pension schemes.

It is important for trustees to take stock of their scheme’s

updated funding position to check whether the current strategy
remains suitable to meet the scheme objectives in place. This is
very important for schemes employing Fiduciary Management
given trustees will typically be further removed from the day to
day management.

Many schemes have put in place a de-risking strategy with soft
or hard triggers. These triggers are usually time dependent and
as such, funding improvements have likely occurred a lot earlier
than may have been assumed when setting the triggers.

Review de-risking
triggers

This means there is often scope to de-risk further whilst still
expecting to achieve the same long term target by a given date.
This is because where you have more years to work with, you can
achieve a given level of overall outperformance whilst targeting

a lower rate of outperformance per year.

Schemes will need to consider whether their current positioning
is still reflective of their long-term objectives, and whether

any misalignment with their target allocation leaves them
unnecessarily exposed to further funding level volatility. Trustees
can better understand their exposure to these risks through
scenario analysis as shown in the chart.

Reassess your risk
position in the
current environment
and understand
impact on sponsor

covenant If you are interested in scenario analysis, XPS has a user-

friendly interactive model you can use on our website which
will demonstrate the impact of our 5 current scenarios on your
scheme. To access it, simply click here and see what the future
might hold for your scheme.

Scenario analysis (example scheme)
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Source: XPS calculations
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Review asset
allocation and
consider rebalancing

Top up LDI ready-
collateral in case of
further yield rises

Consider increasing
hedging given more
attractive gilt yields

Explore
opportunities in
credit markets

Although most asset classes have fallen in value, some assets have
fallen by more than others. This may have left some portfolios off-
kilter with their strategic asset allocation. This then provides a good
opportunity for schemes to consider implementing a rebalancing
policy so that their investment strategy remains aligned to their
long term objectives despite the increased volatility.

The asset allocation will need to be considered in closer detail
where schemes have made allocations to illiquid investments.

Due to less frequent pricing these allocations tend to lag the
performance of their public market counterparts. The resulting
effect is that these allocations may now appear to be significantly
overweight compared to their target allocations, placing further
strain on strategic and liquidity objectives. This is most acute where
these assets are still within their investment period and actively
drawing assets from the main portfolio.

Trustees should ensure collateral assets remain sufficient to
cover further recapitalisation events if nominal yields continue
to rise. This is important as liquid assets may now make up a
significantly smaller proportion of the investment strategy, and
no longer be a sustainable source of capital for future cashflow
needs. It may be necessary to make plans to release some
assets from less liquid areas of the portfolio to replenish the
more liquid assets.

Therefore, it is essential that trustees understand their current
liquidity position and outline a clear plan for the long term should
the current sources of liquidity no longer be sustainable.

Where schemes have had lower levels of hedging in place, they
may now find themselves materially better funded against both
their long term and end-game objectives. This may present an
opportune time to increase the level of hedging in place against
the new, lower liability value, locking in those recent funding level
gains and protecting against further funding level volatility.

For schemes that have had high levels of hedging and may be
questioning whether these should be maintained in light of the
rising yield environment, we would strongly encourage all hedging
to be maintained as far as possible.

Credit markets now offer higher returns to compensate for the
greater level of risk perceived in markets. Whilst to some extent
this is a result of a greater perceived risk of default and downgrade
risk within the market, it also follows a period of time where high
quality credit has offered relatively little compensation for risk
when compared to more traditional growth assets. Therefore,

the scope to de-risk out of equity assets into fixed income has
increased. Further, for schemes already invested in credit, one
way to capitalise on this is to extend the duration of their portfolio
to lock into the higher yields for a longer period of time, without
affecting the credit risk being taken.
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Ensure you are
comfortable with
the liquidity of your
portfolio

Trustees should take a holistic view of their scheme’s liquidity
to ensure it meets their requirements. We have been through
a liquidity stress event with recent movements but there is still
scope for liquidity to continue to be challenging from here.

This risk can be assessed though liquidity analysis, which outlines
a portfolio’s resilience to meeting its cashflow requirements in

a range of scenarios and stresses. Schemes with strong liquidity
would be able to meet their cashflow and collateral requirements
in both the normal and stressed environments. The current
environment is abnormal and requires closer attention to
immediate liquidity - i.e cash and money market instruments.

Liquidity ladder (example scheme)
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Review approach to
currency hedging

Sterling’s depreciation versus the US Dollar and the Euro has been
significant and this will have generally benefitted schemes with
unhedged overseas investments.

It may have also placed further liquidity pressure on schemes
using currency hedging, where required to post further collateral
to meet margin calls. Schemes should ensure they capture
currency hedging considerations within liquidity analysis
undertaken on the wider portfolio.

Currency hedging is a detailed subject that should be considered
in light of a scheme’s specific asset allocation but, in the main, XPS
supports currency hedging of developed market currencies for
fixed income investments and some hedging of developed equity
investments. Emerging market currencies needs a more nuanced
approach however and it is often desirable to retain currency risk
depending on the particular asset and currency.

Whilst hedging is by its nature not a tactical decision, current
market levels appear good value relative to recent levels to lock
in foreign currency rates and remove the risk.

Xpsgroup.com



VY & 0 0 4

Review cashflow Where investors have observed their assets fall in value across the

management board, attention turns towards a scheme’s ‘treasury function’ as
cashflow management moves up the agenda.

procedures

Whilst trustees may have witnessed their liabilities fall considerably
over recent months, ongoing cashflow requirements remain
unchanged or have increased where higher levels of inflation begin
to feed through to a scheme’s expenses. Where schemes rely on
their growth assets as a core source of liquidity, they may consider
themselves a forced seller. This may not be the issue it appears to
be as falling liabilities naturally means a scheme is getting smaller,
and so selling some equities is in many cases a desirable action.

In light of current conditions, Trustees should revisit their cashflow
management procedures to ensure that standing orders and
regular disinvestments remain appropriate. XPS offers an
implementation service, XPS Concierge, where we can carry out
delegated functions on trustees’ behalf whilst the trustees continue
to own all decision making.

Monitor how close In addition to the improvement against long term objectives,
you are to buyout the impac.t.of rising rate; and wid('er.credit ;preads has also
had a positive effect on insurer pricing. As insurers compete
for business and begin to offer more attractive pricing, schemes
now find themselves better funded on a buyout basis than
ever before.

However, schemes can’t insure liabilities overnight, irrespective
of how well funded they may be. There is a relatively long

lead time to transacting, involving many stages of preparation,
so if buyout is now looking to be within reach, there’s no better
time to start preparing.

If you wish to discuss these of any other investment related issues,
please contact James Stewart or your regular XPS consultant

n 0121 752 6626 u @xpsgroup.com

james.stewart .
@XPSGroup.com Xpspensionsgroup
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Important information: Please note the opinions expressed herein do not take into account the circumstances of individual pension funds and accordingly
may not be suitable for your fund. The information expressed is provided in good faith and has been prepared using sources considered to be reasonable
and appropriate. While information from third parties is believed to be reliable, no representations, guarantees or warranties are made as to the accuracy
of information presented, and no responsibility or liability can be accepted for any error, omission or inaccuracy in respect of this. This document may

also include our views and expectations, which cannot be taken as fact. The value of investments and the income from them can go down as well as up

as a result of market and currency fluctuations and investors may not get back the amount invested. Past performance is not necessarily a guide to future
returns. The views set out in this document are intentionally broad market views and are not intended to constitute investment advice as they do not take
into account any client’s particular circumstances.

Please note that all material produced by XPS Investments is directed at, and intended solely for the consideration of, professional clients within the meaning
of the Financial Services and Markets Act 2000 (FSMA). Retail or other clients must not place any reliance upon the contents. This document should not be
distributed to any third parties and is not intended to, and must not, be relied upon by them. Unauthorised copying of this document is prohibited.

This document should not be distributed to any third parties and is not intended to, and must not be, relied upon by them. Unauthorised copying
of this document is prohibited.

© XPS Investment 2022. XPS Pensions Consulting Limited, Registered No. 2459442, XPS Investment Limited, Registered No. 6242672. XPS Pensions Limited, Registered No.
03842603. XPS Administration Limited, Registered No. 9428346. XPS Pensions (RL) Limited, Registered No. 5817049. XPS Pensions (Trigon) Limited, Registered No. 12085392.

All registered at: Phoenix House, 1 Station Hill, Reading RG1 INB.
XPS Investment Limited is authorised and regulated by the Financial Conduct Authority for investment and general insurance business (FCA Register No. 528774).

This report should not be relied upon for detailed advice. Permission for reproduction of material in this document must be sought in advance of any public domain use.
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