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Observations on the recent banking turmoil

What is next?

Background

= What started with a large but relatively unknown
US bank — SVB — which focused on lending to
technology companies, spread to Credit Suisse,
and then back to First Republic Bank in the US.

= What caused this? Each troubled bank had its
own specific issues but one common factor is
losses on longer duration fixed interest assets.
As central banks have increased policy interest
rates, bond yields around the world have
increased causing the value of these bonds to
fall. Many banks, US especially, used a big influx
of deposits during the pandemic to buy these
bonds, and are now sitting on losses.

= Importantly, these losses are an immediate
solvency issue only to the extent that banks are
forced to realise them due to a rapid withdrawal
of cheap deposits and/or if they exceed capital
bases. So far, policymakers have stepped in to
guarantee the deposits of the troubled banks.
Although, the stock and bond holders in these
banks are still exposed to losses.

What are the implications?

= Itis not surprising that the rapid tightening in
monetary conditions over the last year is
continuing to cause funding, profitability, or
solvency strains. These were already evident in
various sectors, e.g., residential property,
technology companies, and some emerging
countries.

= The big macro question from the financial events
of the last month is if this is likely to repeat or
spread into a system-wide banking crisis. While
uncertainty is high, our view is this is unlikely.

= Bank capital positions are stronger than they
were in 2008, as a direct result of the actions
taken after the financial crisis. While some banks
will have losses from sharply higher bond yields,
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this is only a solvency issue if they don’t have the
capital to tolerate those losses and/or they are
forced to sell those bonds before redemption.
The most recent datapoints on bank deposit
flows and use of emergency funding are
encouraging and supportive of this view.

In this case, investors holdings of bank stocks
and bonds, will give them direct exposure to the
potential risk of weaker profits from some banks.
Although, this exposure should be small in a well
diversified portfolio.

The indirect implications for investors through
economic growth, interest rates, and broader
market channels are likely to be more significant.

We expect the ability or willingness of banks to
supply credit to fall. Implications? An optimistic
take is that this is helpful to central banks as it
slows demand and inflation, and allows them to
adopt lower policy rate pathways than they
otherwise would.

We need to keep monitoring the datapoints but
our recently published Global Investment Outlook
provides a scenario framing to help analyse the
plausible outcomes:

- Scenario A: a smooth rebalancing, in which
inflation and interest rates fall, and growth
slows only moderately. Asset market prices,
i.e., bond yields and equity prices, have
broadly responded in line with this;

- Scenario B: macro volatility, in which inflation
and interest rates are higher than expected,
with weaker growth and/or greater financial
instability. We think this is most likely in the
short term;

- Scenario C: a major recession; if this is just
the start of a wider banking or liquidity crisis,
the policy battle will be to limit the severity of
the recession and equity/credit drawdowns

which would surely result.



Tracking recent asset price moves and our outlook

Summary: government bonds

Changes to market pricing (government bond yields)
31 March 2023

March 31, 2023 Spot yields What's priced-in

% / %pts Level A1m A 3m Ay A 3y 1y fwd 2y fwd Sy fwd
_ Eurozone
g ly/cash 2.86 028 [NOB7NNEEATY 359 2.46 2.17 211
E By 2.32 -0.36 -0.15 1.96 3.00 2.17 2.11 2.22
<3 10y 2.27 -0.31 -0.20 1.78 2.71 2.21 2.20 2.28
©2% ys
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3 ly/cash 4.62 -0.42 -0.12 296 450" 360 3.23 3.41
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é = 3y 2.22 -0.45 -0.02 -1.63 2.29 - - 2.27
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o 10y 2.23 -0.21 0.03 -0.58 1.41 - - 2.17

Source: FactSet, WTW  Note: **discounted 1y rate, 5 years forward

A summary of our assessment of government bond pricing and prospective medium-term outcomes

Asset return

Sovereign bonds Comments
outlook
Developed short interest rates + Central bank guidance remains biased towards keeping interest rate policy restrictive in the
face of above-target inflation and tight labor markets.
Us » Policymakers were quick to extend support to the banking sector following recent volatility.
UK While they acknowledge uncertainty, central banks see the wider system as being resilient.
AAA-EUrozone + Short rates have fallen significantly in recent weeks. We think they under-reflect how high

interest rates will need to stay to bring inflation down sustainably.

« Intermediate bond yields have also dropped sharply. Rates markets have reacted, first, to

Developed 10-year nominal bonds banking sector concerns catalysed by SVB’s collapse and, second, to weakening

USs economic data, e.g., recent manufacturing surveys.

* Though we believe rates are trading in a neutral range from a medium-term perspective,
UK we believe that they currently lie in the lower half of that range, with risks skewed towards
AAA-Eurozone bond yields rising in the near term.

» Cooling growth, post-covid supply-chain bottlenecks fading, and lower gas prices in
Europe should benefit global inflation dynamics. However, labour markets are tight and
wages and services inflation remain high across key markets. Our view is that inflation is
likely to prove stickier than markets expect, which may place upwards pressure on yields.

G4l Highly negative Negative Neutral Positive Highly positive
US Treasury bond yields are now pricing-in significant rate US inflation expectations have fallen in recent weeks.
cuts during the second half of this year and next year. This is We believe that risks are tilted towards stickier inflation
only likely if inflation and economic growth slow quickly than markets are pricing-in
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Tracking recent asset price moves and our outlook

Summary: credit

Changes to market pricing (credit spreads)
31 March 2023

Pricing - Option adjusted spreads, bps Implied defaults
31 March 2023
Current  A1m A3m Ay Current  A1m A3m Ay A3y

Global 153 19 5 28 129  13% 05% 01% 0.7%  -3.2%
° us 145 20 7 23 160  11%  05% 02%  0.6% | -4.0%
S Eurozone 168 17 1 39 -70 1.7%  0.4% 0.0% 1.0% -1.8%
< UK 191 26 -3 46 74 23%  07% -01% 12% -1.9%
T Canada 180 14 6 33 -75 2.0%  04% 02% 08% -1.9%
Australia 184 11 -6 47 22 21%  03% -02% 12%  0.6%
o Global HY 501 41 -14 89 29%  06% -02% 1.3% -
g US HY 458 28 -23 115 23%  04% -0.3% 1.6%
= Eurozone HY 474 33 -24 74 3.2% 0.5% -0.3% 1.1% -4.0%
5 US loans 524 16 -35 94 32%  02% -05% 13% | -4.2%
0 Q  HCEMD Corps 310 38 15 7 287 41% 04% 04% 0.7% | -4.4%
T2  HCEMDSov 355 19 22 33 218 22%  06% 02% 0.1% | -4.4%

Source: Credit pricing is from ICE Bank of America and FactSet

A summary of our assessment of corporate credit pricing and prospective medium-term outcomes

Asset
Credit return Comments
outlook

Spreads widened in all aggregate corporate and sovereign credit markets in March. High
grade spreads are now pricing an average allowance for the level of credit losses over the
Inv. grade medium-term in the US, with an above average allowance in non-US markets.

High yield We expect losses to be at or modestly above these levels, particularly in the nearer term,
with risks tilted towards higher losses.
us At current credit spreads, high quality credit assets are at levels at which they are likely to
Europe provide moderate returns above equivalent government bonds.
Loans We retain a somewhat cautious outlook for developed market low-grade credit given
shorter-term risks. Current pricing implies a below average level of defaults relative to
us historic average pricing.
Niche and securitized market pricing appears to be pricing-in a similar outlook in aggregate,
relative to traditional corporate credit markets.

Corporate credit

Key: Negative Neutral Positive Highly positive
Investment grade spreads widened over the past month, Market implied credit default rates also incre_ased
as bank and economic risks rose. Outside of the US they mod_e!’ately, across all geographies and credit
remain at or above their typical historic ranges qualities
Investment grade corporate option-adjusted spreads, bps Estimated implied default rate based on current pricing
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Tracking recent asset price moves and our outlook
Summary: equity

Changes to market pricing (equity)
31 March 2023

31 March 2023 Total Tra|||ng Price Total Trailing Total Trailing
return P/E return return P/E return P/E

Australia 0.0% -0.1% 0.0% -2.0% 1.8% 14.4%  -143%  16.7% 8.1% -6.0%
Canada 0.1% -0.2% 0.3% 73%  -45%  17.8% | 218%  17.7% @ 11.0% = -5.4%
Eurozone s 0.a% 0.0% 5.5% 8.9% 1.7% 05% | 17.5% @ 10.7% = -0.9%
Japan 0.2% -0.1% 0.3% 1.1% 28%  -111%  138%  15.0% 3.6% 3.2%
UK 0.5% -0.1% 0.5% 5.6% 9.0% 422%  258%  159%  129% | -8.3%
us 05% | -03%  -02%  -134%  -12.0%  -33%  -104%  16.9% 9.5% 2.6%
China 4.5% 0.3% 3.6% 51%  -2.9% 3.3% 18% | -21% | 64% | 7.1%
MSCI World 03%  -03% 0.1% 94%  76%  -42% 74% | 16.2% 7.6% 1.1%
MSCI EM 1.9% 0.7% 1.4% 93%  -65%  -1.0%  -129%  9.1% 3.7% 6.3%

Source: FactSet, Willis Towers Watson.

A summary of our assessment of equity pricing and prospective medium-term outcomes

Global equities Asset return outlook

Developed
Emerging

« Equity markets were broadly flat over March, despite the intra-month volatility caused by US and European banking
stresses, with emerging markets outperforming developed markets.

« Earnings are now beginning to show some signs of weakness as the world economy slows; however, the extent of short
term risks are still not currently reflected in analyst earnings expectations for 2023.

« Two aspects are important: (1) future earnings estimates are declining but remain at the higher end of our expectations
over the next 1-2 years, considering rising economic risks; and (2) our assessment of the equity price falls in 2022 is that
they were mostly caused by rising interest rates, rather than lower growth expectations. Therefore, equities are not
pricing-in future earnings weakness and face near term downside risks if growth weakens further and/or earnings
expectations get revised down.

We continue to see value in Japanese and UK equities; with valuations remaining low relative to broader DM equities.

Overall, we retain a neutral view on equities over a five-year horizon but are cautious nearer-term, despite the fall in
equity prices over the last year.

.

Key: Negative Neutral Positive Highly positive
Basic developed market financial ratios remain high — US equity trailing and forward valuations remain high,
due to the US — despite shorter-term economic risks relative to history, despite the index price fall in 2022
Valuation metrics for the MSCI World equity index Valuation metrics for the MSCI US equity index
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Disclaimer

WTW has prepared this material for general
information purposes only and it should not be
considered a substitute for specific professional
advice. In particular, its contents are not intended by
WTW to be construed as the provision of investment,
legal, accounting, tax or other professional advice or
recommendations of any kind, or to form the basis of
any decision to do or to refrain from doing anything.
As such, this material should not be relied upon for
investment or other financial decisions and no such
decisions should be taken based on its contents
without seeking specific advice.

This material is based on information available to
WTW at the date of this material and takes no
account of developments after that date. In preparing
this material we have relied upon data supplied to us
or our affiliates by third parties. Whilst reasonable
care has been taken to gauge the reliability of this
data, we provide no guarantee as to the accuracy or
completeness of this data and WTW and its affiliates
and their respective directors, officers and
employees accept no responsibility and will not be
liable for any errors, omissions or misrepresentations
by any third party in respect of such data.

About WTW

This material may incorporate information and data
made available by certain third parties, including (but
not limited to): Bloomberg L.P.; CRSP; MSCI,
FactSet; FTSE; FTSE NAREIT; FTSE RAFI; Hedge
Fund Research Inc.; ICE Benchmark Administration
(LIBOR); JP Morgan; Markit Group Limited; Russell;
and, Standard & Poor’s Financial Services LLC
(each a “Third Party”). Details of the disclaimers
and/or attribution relating to each relevant Third
Party can be found at this link
https://cms.willistowerswatson.com/en-
GB/Notices/index-vendor-disclaimers

This material may not be reproduced or distributed to
any other party, whether in whole or in part, without
WTW’s prior written permission, except as may be
required by law. In the absence of our express
written agreement to the contrary, WTW and its
affiliates and their respective directors, officers and
employees accept no responsibility and will not be
liable for any consequences howsoever arising from
any use of or reliance on this material or any of its
contents.

At WTW (NASDAQ: WTW), we provide data-driven, insight-led solutions in the areas of
people, risk and capital. Leveraging the global view and local expertise of our colleagues
serving 140 countries and markets, we help you sharpen your strategy, enhance
organizational resilience, motivate your workforce and maximize performance.

Working shoulder to shoulder with you, we uncover opportunities for sustainable

success—and provide perspective that moves you.

Learn more at wtwco.com.
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