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Taking a closer look at the landscape for financial markets, and what this means
for our investment strategies

Should we worry about the banking sector?

Key takeaways Well-publicised recent issues in the banking sector have added an air of
nervousness to some areas of financial markets. Since the start of the year, four
High-profile banking sector banks have failed, three of which were based in the US. We know that events

failures could impact lending Iik.e.this are unsgttliqg, least not because they pring to mind the 2008 financial

" . . crisis. However, it’s important to note that this is not 2008, which played host to a
conditions in the wider economy, catastrophic chain of events centred on credit (debt) markets. Today, the problems
but do not indicate sector-wide facing some banks have more to do with liquidity (the ease with which assets can
stress be bought and sold), rather than credit.

In many ways, these current issues demonstrate the lagged effects of interest rate
There are signs that inflation has rises at central banks, which have exposed some vulnerable institutions unable
peaked in developed economies, to service their liabilities in these conditions. Unfortunately, some casualties were
but it remains elevated inevitable as the knock-on effects of a higher interest rate regime were slowly
digested. Importantly, we do not believe that these banking failures indicate signs

Central banks could keep rates of deep-rooted distress in the banking sector.

at higher levels for some time Nevertheless, these events will have an impact on bank lending, with lending
standards becoming more restrictive, particularly for riskier borrowers. Surveys

in order to assess the inflation of smaller businesses indicate that borrowing conditions are already very tight

picture - perhaps their tightest in a decade — meaning that it is now more difficult/

= expensive for some smaller or riskier businesses to borrow from their banks. Again,
We continue to see better this doesn’t mean we’re expecting a ‘credit crunch’ scenario, as in 2008, but it
relative value in bond markets does mean that we are likely to see a gradual reduction in economic activity as

businesses struggling to borrow begin to simply do less. This plays into the hands
of central banks, who are actively trying to reduce economic activity in order to rein
in inflation.

versus stock markets

We have further adjusted the mix
of assets held in our investment

Have central banks finished raising interest rates?

strategies, creating more As banks reduce the amount of credit available to businesses and consumers,
inadvertently restricting economic activity, this is likely to do some of the work
for central banks. In turn, this could lessen the need for policymakers to continue
hiking interest rates quite so aggressively as in the recent past.

defensiveness

From our current vantage point, it’s difficult to predict where the precise end point
will be for interest rate rises, but we continue to believe that central banks are
closer to the end than the beginning of the current set of rate hikes. In the first half
of 2023, we think that the US Federal Reserve Bank (Fed) will have stopped raising
interest rates. Indeed, financial markets are predicting interest rate cuts from the
Fed in the second half of this year, but we think this is probably premature: central
banks have staked their credibility on taking the heat out of inflation, and — all else
being equal — they won’t lower interest rates until they’re absolutely sure the job
has been done. Once they’ve stopped hiking, we think the Fed will hold interest
rates steady for some time in order to monitor the economic environment.

When will inflation start to fall?

Inflation appears to have already peaked, or at least be hovering around its peak,
in most major economies. A number of factors have helped pricing pressures to
ease, including the falling back of energy prices and the normalisation of previously
embattled supply chains. Recent economic data has also been broadly softer,
albeit a number of readings have continued to positively surprise analysts. Though




it sounds perverse, weaker economic data is part of the goal for central banks

across the developed world. To reiterate: reducing economic activity should help Remaining cautious about stock market
to bring down inflation. valuations

Even so, despite some encouraging signs, inflation is likely to remain elevated for We still believe that share price valuations
the foreseeable future. This is due to a range of influences, including stubbornly remain unduly elevated, based on overly

rising US wages and ongoing price rises in the service sector. We continue to optimistic predictions for company earnings

watch economic, industry and market data very closely for signs of change. Ll 7zl G'Vef‘ iz Wgaker sl
outlook, we think earnings will struggle to

. L . . meet market expectations of 2% earnings.
Inflation may be peaking in developed economies, but it is likely to

remain elevated for some time Against this backdrop, bond markets look
Inflation measured by the Consumer Price Index (CPI) in the US, UK and Europe more attractive, and for the first time in a
long time are providing a real alternative to

11 stock markets for investors.
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Making our investment strategies more
defensive

Since our last Strategy Update, we have
tilted our stock market holdings towards
more defensive areas (such as reducing UK
shares in favour of global healthcare shares).
Where appropriate, our strategies have also
topped up their positions in a specialist
hedge fund designed to protect against very
sharp market falls.
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Change versus 1 year earlier (%)

Now, we are also adjusting our government
bond holdings, increasing ‘duration’ (the
responsiveness of a bond’s price to changes
in interest rates), and reducing our exposure
2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022 to high-yielding, higher risk corporate bonds.
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—USCPI —UKCPI —Euro area CPI Upholding our preference for small and mid-

Source: Macrobond and National Sources size businesses

We retain our preference for the shares of
Under the bonnet in our investment strategies smaller and mid-sized businesses versus
In recent months, we have been reducing the relative prevalence of riskier asset their larger counterparts. So far this year,
types like shares and alternative assets (i.e. assets outside of traditional bond this has not been rewarded, as stock market
and stock markets) within our investment strategies. This has reflected our belief performance has been dominated by a tiny

number of very large businesses, such as
tech giants like Apple and Google (which
trades under the name ‘Alphabet’).

that there are better opportunities elsewhere in financial markets, including in
bond markets.

On the right, we have highlighted some of the key convictions currently at work

. . However, our sector preferences (positive
in our strategies.

towards technology shares, and more limited
exposure to energy shares) has been helpful.

Important information

Handelsbanken Wealth & Asset Management Limited is authorised and regulated by the Financial Conduct Authority (FCA) in the
conduct of investment and protection business, and is a wholly-owned subsidiary of Handelsbanken plc. For further information on
our investment services go to wealthandasset.handelsbanken.co.uk/important-information. Tax advice which does not contain any
investment element is not regulated by the FCA. Professional advice should be taken before any course of action is pursued.

e Find out more about our services by contacting us on 01892 701803 or visiting our website: wealthandasset.handelsbanken.co.uk

¢ Read about how our investment services are regulated, and other important information: wealthandasset.handelsbanken.co.uk/
important-information

e Learn more about wealth and investment concepts in our Learning Zone: wealthandasset.handelsbanken.co.uk/learning-zone/

¢ Understand more about the language and terminology used in the financial services industry and our own publications through our
Glossary of Terms: wealthandasset.handelsbanken.co.uk/glossary-of-terms/

All commentary and data is valid, to the best of our knowledge, at the time of publication. This document is not intended to be a definitive
analysis of financial or other markets and does not constitute any recommendation to buy, sell or otherwise trade in any of the investments
mentioned. The value of any investment and income from it is not guaranteed and can fall as well as rise, so your capital is at risk.

We manage our investment strategies in accordance with pre-defined risk and reward targets, which vary from strategy to strategy

to suit a range of customer needs. Portfolios may include individual investments in structured products, foreign currencies and funds
(including funds not regulated by the FCA) which may individually have a relatively high risk profile. The portfolios may specifically include
hedge funds, property funds, private equity funds and other funds which may have limited liquidity. Changes in exchange rates between
currencies can cause investments of income to go down or up.

Registered Head Office: No.1 Kingsway, London WC2B 6AN. Registered in England No: 4132340 wealthandasset.handelsbanken.co.uk
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