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Markets rally in Q1 despite

Quarter in brief

- The near collapse of
Credit Suisse in the
aftermath of Silicon Valley
Bank and Signature Bank
raised fears of a banking
crisis in March

- The Bank of England and
Federal Reserve both
continued to grapple with
inflation, raising interest
rates by 75bps and 50bps
respectively over the
quarter

- Pension scheme funding
levels fell slightly over
the quarter as strong but
choppy growth returns
were not enough to offset
falling gilt yields

turmoill in the banking
sector over March

Following the collapse of Silicon Valley Bank and
Signature Bank in the US, the near collapse of Credit
Suisse had threatened to undermine the strength of
the global banking sector.

The $3bn deal for UBS to purchase Credit Suisse combined with wider
industry support from central banks was relatively successful in reassuring
markets. Federal Reserve Chairman Jerome Powell and Treasury Secretary
Janet Yellen issued a joint statement to welcome UBS’ purchase of Credit
Suisse as a move that would “support financial stability”. The Bank of
England was also positive on the takeover adding that “the UK banking
system is well capitalised and funded, and remains safe and sound”. After
sharp falls in banking shares around the world, investors responded well to
the reassurance from central banks as stock markets rebounded towards
the end of the quarter, driven by a rally in the shares of the largest banks.

After 3 consecutive months of falls, many were surprised to learn that the
UK Consumer Prices Index had risen 0.3% in February to 10.4%. The familiar
drivers of rising household energy costs and food prices were the biggest
contributors to the increase but a study by the Centre for European Reform
suggested that worker shortages in the transport, hospitality and retail
sectors in particular were driving up wages and hence also contributing to
rising prices. The Governor of the Bank of England, Andrew Bailey, branded
the surprise increase in inflation as the result of “one off elements” adding
that the Bank expects inflation to come down sharply over the summer.
The Governor’s comments came as the Monetary Policy Committee voted
to raise the Bank rate by 0.25% in March taking the total increase over
Q12023 to 0.75%.
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The Federal Reserve also decided to raise interest rates
by 0.25% to a range of 4.75% - 5.0% in March, an increase
of 0.5% over the quarter. Investors had speculated over
whether turmoil in the banking sector would influence
the decision to raise interest rates but Chairman Powell
confirmed that this was not a primary factor in the
Fed’s decision due to the underlying resilience of the US
banking sector. He welcomed the news that 12-month
inflation had fallen by 0.4% to 6.0% in February but the
market continues to price in further rate hikes to a peak
of 5.25% - 5.5% by the end of 2023 as Fed continues to
wage its fight against inflation.

The European Central Bank (ECB) voted to raise interest
rates by a further 0.5% in March to 3.5% following on
from a 0.5% increase in February. The ECB has raised
interest rates more aggressively than other central
banks in recent months, having kept rates lower for
longer in 2022 as it tapered down its asset purchase
programme. The ECB is on track for further rate rises in
2023 despite 12-month inflation falling steeply in March
from 8.5% to 6.9% due to a continued acceleration of
“core” inflation which excludes energy and food prices.

Global equities were up over March to finish the quarter
strongly. On the other hand, UK equities were down in
the final month of the quarter, but still posted decent
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returns over Q1. UK corporate bonds fared well over
the quarter, aided by falling long-term yields. However
widening credit spreads, mostly over March, detracted
from returns. Long-term inflation expectations were
broadly flat over the quarter. Both fixed interest and
index-linked gilts posted positive returns over the
quarter, due to yields falling in March.

In late March, the Bank of England’s Financial Policy
Committee announced that it was recommending the
Pensions Regulator should specify minimum levels of
resilience for schemes using Liability Driven Investment,
working in collaboration with the FCA and pooled fund
regulators. It specified a minimum level of immediate
capital buffer to absorb bond yield rises of 2.5%, with
additional capital needing to be available within 5 days.
This wasn’t unexpected but removes any doubt that
tighten regulation around use of leverage is coming.

Aggregate UK DB pension scheme funding is estimated
to have fallen over the quarter, with positive but choppy
gains from growth assets not enough to offset the
impact of falling gilt yields serving to increase the value
of long-term liabilities. The fall was modest however and
schemes are expected to remain in surplus on a low risk
basis in aggregate at the quarter end.

After sharp falls in banking shares around the world, investors
responded well to the reassurance from central banks as
stock markets rebounded towards the end of the quarter,
driven by a rally in the shares of the largest banks.

Market returns

1 month to 31 March 2023

Global equities 0.9%

UK equities -2.8%
Emerging market equities \ 0.4%
UK corporate bonds .0.8%
High yield bonds -1.0% -
Fixed interest gilts
Index linked gilts

3 months to 31 March 2023

Global equities 4.3%
UK equities 3.1%
Emerging market equities \ 0.2%
UK corporate bonds
High yield bonds . 0.8%
Fixed interest gilts
Index linked gilts
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The charts above are based on data from The Pensions Regulator, the PPF 7800 Index and the XPS data pool. The
assumptions used in the UK:DB long-term target basis include a discount interest rate of gilt yields plus 0.5%. The
assumed asset allocation is 16.9% equities, 20.0% corporate bonds, 6.9% multi-asset, 5.1% property, 3.8% private markets
and 47.3% in liability driven investment (LDI) with the LDI overlay providing a 60% hedge on inflation and interest rates.

XPS Investment asset class views

Asset class Favourable Neutral Unfavourable Movement
Developed equities ® |
Emerging market equities ([ )

Investment grade corporate bonds [ )

High yield bonds [ )

Senior secured direct lending [ ) Q
Balanced property (UK) [ )

Long lease property () A
Diversified private markets [ )

Secure income [ )

Private equity

Equity option strategies

Pensioner buy-in

Cash ()




Find out more

To discuss any of the issues covered in this edition, please get in touch with
Simeon Willis or Alasdair Gill:
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Alternatively, please speak to your usual XPS contact.
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Important information: Please note the information and opinions expressed herein do not take into account the circumstances of individual pension
funds and accordingly may not be representative of the circumstances affecting your fund. This note, and the work undertaken to produce it,

is compliant with TAS 100, set by the Financial Reporting Council. No other TASs apply. The note has been written on the basis that decisions will not
be based on its contents. Appropriate advice should be obtained before any decisions are made. 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.
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