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‘No-deal’ Brexit - what you
canh do to prepare
» In brief The decision to leave the European Union creates
- Decision to leave new opportunities for the UK, the world’s 5th largest

the EU t . ' . .
opportunities for the UK €CONOMY, to redefine how it wishes to trade with the rest

- But a no-deal exit is of the world in the future. But with it comes uncertainty;,
Wige'!{ Cz'l‘sidefed particularly in relation to the transition to the new normal.
unaesirabie

- Impact on UK equity, A ‘no-deal’ Brexit is widely considered an undesirable

property, credit and outcome, albeit may be considered the best of a bad
Sterling markets could

be significant bunch depending on the path of negotiations over the

- Liabilities may also be coming months.
increased by falling gilt
yields and rising inflation

- Over?ll impact on a UK In this short note we look at what a no-deal scenario could look like in terms of the
pension scheme could wider economy, pension scheme finances and the investment industry, and what,

be a material worsening ¢ 1, thing, pension scheme investors can do to prepare for this eventuality.
of their funding position
Effect on the UK and global economy

}\}\\ Next Steps A no-deal outcome has significant implications for the UK and European .
- There are a range economy as a whole. It is easy to imagine how a loss of clarity over tariffs and
of actions pension regulatory structure could push the economy into turmoil. Many parts of our
investors can take economy exist on finely honed ‘just in time” processes, from car assembly to food
to strengthen their and medical supply delivery, and even a short delay can compound to create
scheme’s resilience havoc. Any detriment would not be limited to direct impacts of a supply chain,
to this uncertainty as there are also many secondary and tertiary effects which could be felt hard
in our integrated society. You only need to look at the knock-on effects that the
shortage of CO, created in June this year, from beer drinkers and food packing
through to abattoirs, to appreciate the scale of the potential cost. After all CO,
is a supply chain issue that many of us didn’t even know we didn’t know about.

- Contact your XPS
consultant to discuss
how we can help

Decision makers are conscious of these concerns but the scope for unintended
consequences is huge, and the possibility of some key issues falling through the
cracks is considerable. Therefore we are not complacent.
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A no-deal Brexit introduces uncertainty
that cannot be avoided, but speculation
on the outcome should be

Simeon Willis
Chief Investment Officer

Xpsgroup.com


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

VY @ 4 0 4

Global markets - a no-deal scenario

UK pension schemes are fortunate, in that unlike the many thousands of businesses that trade with the EU,

the management of a pension scheme is largely a domestic matter, governed by UK legislation and with benefits
paid in Sterling. This insulates the industry to some extent, but by no means entirely. The knock-on effect of a
volatile UK economy will feed through to sponsor covenant, investment returns and could affect fundamental
cornerstones of pension investment such as access to investments.

We set out below an example of a plausible scenario that portrays the impact of a ‘no-deal’ situation on different
investment markets, followed by the impact that this could have on a typical pension scheme:

1

UK equities: 15% fall

We look at the impact from two aspects: the impact on the largest 100
companies (‘FTSE 100’) and the impact on the next largest 250 companies
(‘FTSE 250’) together with Small cap companies. The companies within the
FTSE 100 generate the majority of their revenue from overseas earnings,
therefore any depreciation in Sterling will result in an increase in their Sterling
reported revenues. However, the uncertainty of a no-deal exit and potential
operational issues will still likely result in an overall fall in values. The net
negative impact on companies in the FTSE 250 is likely to be much greater as
the majority of their earnings are domestic based.

Global ex UK equities
(currency hedged): 3% fall

We would expect a no-deal exit to have a small impact on global equity markets,
as European companies make up only c20% of the overall All-World Index.

UK Credit spreads:
0.75% rise

We would expect the economic uncertainty to result in investors needing

to be compensated more for lending to UK companies, therefore we expect
the credit spreads for UK companies to widen, meaningfully affecting bond
prices and accounting liabilities. However, in a context of falling government
bond yields the total corporate bond yield is likely to rise by less, reducing the
negative effect on capital values. Underlying default risk could be expected to
rise detracting from return expectations.

Long dated gilt yields:
0.5% fall

There are two conflicting drivers of yields here. Firstly, a flight to quality as risk
averse investors move monies into safe havens such as UK gilts will cause the
price of gilts to rise and the yields to fall. The counter to this is that the UK will

be perceived a riskier borrower, due to the economic uncertainty, and as a result
investors will expect to be compensated for taking more risk, e.g. a higher yield.
We estimate that the impact of this will be a net fall in long gilt yields, as was
seen in 2016 following the Leave vote. However, that fall in yields also comes with
less confidence in the borrower, the UK government, to pay its debt.

UK commercial property:
10% fall

On the one hand, any fall in consumer confidence will place additional pressure
on the retail sector, with a migration of employees from the city as multi-national
companies establish a European base rather than a UK one putting pressure

on the office sector. However, on the other hand, any significant depreciation

of Sterling will make UK commercial property cheaper to purchase for foreign
investors. On balance we would expect a material fall and expect some property
funds to restrict outflows by either gating the funds or moving the pricing basis
to deter disinvestments.

Long term inflation
expectations:
0.5% rise

The effect on reported inflation is likely to take longer to materialise. With a
depreciation of Sterling, import and input costs for domestic manufacturing
are likely to rise but we believe there is scope for this to be priced into markets
rapidly with a rise of 0.5%pa in long term inflation expectations. The ability

of the Bank of England to control inflation may be hampered by the need for
stimulus (i.e. interest rate cuts) to avoid recession.

Sterling exchange rate:
15% depreciation

The uncertainty caused by a no-deal Brexit could lead to a further notable
depreciation of Sterling versus other developed market currencies, of a similar
order to the impact that occurred post the result of the Brexit vote in 2016. It is
plausible the GBP/USD rate falls as low as $110 and the GBP/EUR rate to parity.
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Scenario impact on

pension schemes

Applying this impact to a typical
scheme’s portfolio highlights the scope
for significant financial implications:

- Assets rise by 2% given poor asset
performance offset by the positive
contribution from liability hedging.

- Liabilities rise by 10% given the
detrimental impact of inflation and
yields on assumptions.

For an £80m scheme with a £20m deficit
this would result in an increase in deficit
of £7m to £27m.

Whilst these movements could
hopefully be considered short term,
whilst a deal is agreed, for schemes
undertaking valuations, or companies
going through turbulent times, simply
riding out a ballooning pension issue
may not be an option.
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What you can do to protect your scheme:

- Understand the level of risk that you
are currently taking using RADAR to
monitor exposure.

- Ensure your risk exposure sits well within
your tolerance, this is not the environment
to be sailing close to the wind.

- Resist any temptation to engage in
speculative positions such as increasing
unhedged foreign currency exposure, or
regional equity bets.

- Look to fully hedge interest rate and
inflation risk to the extent that this
is practical.

- Assess whether there is scope to
reduce exposure to equities in favour
of other more secure investments
higher up the capital structure.

- Assess whether there is scope to
reduce your target return and still meet
your long term objectives.

The chart below shows the impact of each of the items above, together with the resulting
increase in scheme liabilities for a typical pension scheme.

No-deal scenario - impact on assets and liabilities

UK equities -0.9%
Global ex UK equities  -0.6%
Property -0.5%
Creditspreads -0.9%
Long gilt yields
Inflation expectations
Total Assets

Long gilt yields
Inflation expectations
Total Liabilities

+10.0%

Source: Asset allocation of the average UK scheme as set out in the 2017 PPF Purple book, totals may not sum
due to rounding. Liabilities approximated by a Gilts plus approach referencing the Purple book Section 179 liability’s
sensitivity to interest rates and inflation, assuming 49% of this is hedged in the asset portfolio as reported in the

2018 XPS LDl survey.
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There are a
number of
actions that
a pension

scheme can
take to prepare,
now is not the
environment to
be sailing close
to the wind
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Investment industry impact availability of liquid assets and we What you can do to protect

Beyond the face value impact on asset would expect the no-deal period your scheme:
to be resolved relatively promptly.

and liability returns there is a deeper i q e ; h - Plan to avoid any large
and possibly more troublesome issue Sy PSSl 'SRy Chemes disinvestments during Q2 2019.
in terms of access and movement of with large cash demands, as well as

capital across borders, those undertaking mergers, buyouts, - Target any planned asset

or large transactions related to transitions to take place before
Many UK pension schemes invest restructuring a portfolio. the end of 2018.
through non-UK domiciled pooled )
funds, for instance funds are often All reputable investment managers - Ensure there is a back-up source
domiciled in Luxembourg or Dublin. will be making contingency plans of cash to meet any foreseeable
These benefit from tax efficient for this event and should have a well requirements, and that this is
structures and EU compliant documented risk management plan invested via a veh.icle that will not
regu|ations enab“ng economies of for various Brexit (aﬂd ﬂon‘BreXit) need to be repat”ated from an
scale from marketing across Europe. ~ related political risks. EU domicile.
A no-deal scenario places a question A oot of the UK leaving the EU - Maintain a slightly larger cash fund

over whether UK domiciled investors
will be able to continue to invest via
these structures and how income
and any disinvestments will be taxed
during a no-deal negotiation.

holding to weather any disruption
but avoid using the Trustee bank
account for this purpose due to the
associated unsecured credit risk.

there is a requirement for UK based
investment managers to establish a
European entity in order to market
to EU countries after Brexit. This is an

inconvenience for UK fund managers, - Ask your fund manager to share
It is plausible that a situation will many of whom are well down the its contingency plan in relation to
occur where trading and repatriating  track of making arrangements, but is your investment.
assets becomes difficult. Whilst unlikely to be affected by a no-deal
intrusive, this situation is unlikely scenario as it is required irrespective
to significantly impact most UK of the deal. This matter will not be an
schemes in the short term, given issue for most UK pension scheme
that the immediate cashflow investors given it relates to UK
requirements of schemes are fund managers interacting with EU
typically low relative to the overall investors once the UK has left.

» FOI' further If you wish to discuss this further please contact Simeon Willis or André Kerr

. . or your regular XPS contact.
information
u @XPSGroup.com ¥ o020 33275000 ON3 244 0200

m company/ simeon.willis@ andre.kerr@
Xpsgroup Xpsgroup.com Xpsgroup.com

Important information: Typical scheme example has assumed asset allocation of 26% Equities, 5% Property, 56% bonds 13% Other with Liability Driven
Investment overlay providing a total of 49% hedge on inflation and interest rates. The example scheme was 80% funded with an asset value of £80m.

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.

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 2018. XPS Investment is the trading name of Xafinity Consulting Ltd and Punter Southall Investment Consulting Ltd. Registration: Xafinity Consulting Ltd, Registered
No. 2459442, Registered office: Phoenix House, 1 Station Hill, Reading RG1INB. Punter Southall Investment Consulting Ltd Registered No. 6242672. Registered office: 11 Strand, London
WC2N 5HR. Both companies registered in England and Wales. Punter Southall Investment Consulting Ltd (FCA Register number 528774) and Xafinity Consulting Ltd (FCA Register
number 194270) are both authorised and regulated by the Financial Conduct Authority (FCA) for investment business.
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