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March was a pivotal month for the trajectory of Federal Reserve tightening and economic outlook. What
seemingly started as a continuation of February, quickly reversed course when cracks started to emerge in
the US Banking System. The narrative initially centered around Silicon Valley Bank (SVB), which fell victim
to an old-fashioned bank run amidst fears that it wouldn’t be able to meet liquidity needs of its depositors on
March 8th. By March 10th, regulators took control of the bank, shutting it down. This made the bank’s
collapse the largest since 2008. By March 12th, the US Government announced it would backstop all SVB
deposits. However, the damage was done, and fears quickly spread to all US regional banks. Global
banking concerns were quickly exacerbated further when, on March 15th, a top investor in Credit Suisse
announced it would not be providing further liquidity to the Global Systematic Important Bank (G-SIB). As a
measure of confidence, the bank tapped a $54bn credit line with the Swiss National Bank and began a
$3bn tender offer. These measures did little to quell fears of the bank’s viability, and Swiss regulators
began urging other measures, including a takeover. On March 19th, the government-driven sale to UBS
Group AG was announced. Part of the deal was writing down all of Credit Suisse’s Additional Tier 1 Debt
(AT1) (whereas typically bond holders take priority over shareholders).

It quickly became clear that monetary policy tightening in this cycle was starting to have an impact on
banking systems. As a result, recessionary fears mounted, and markets quickly priced out further tightening
for this year. Front-end yields in the US collapsed. UST 2-yr yield rallied by 83bps MoM to 4.06%. In peak to
trough terms, it had reached a 15yr high on March 8th of 5.05% and reached as low as 3.76% on March
23rd: a difference of 129bps. Intraday swings during peak volatility were as high as 40bps. The UST 10-yr
yield rallied by 53bps MoM to 3.48%. Ultimately, the market priced out nearly all further rate hikes for 2023
after the March 22nd meeting, and priced in a further 43bps of cuts for 2023. At month end, the market was
expecting 55bps of rate cuts in 2023.

Ultimately, on March 22nd, the FOMC raised its policy rate by 25bps in a unanimous decision. The market
had priced in 85% odds of such a move. This hike brought the target range to 4.75%-t0-5.00% and brings
cumulative tightening to 475 bps. The unchanged median projection of the terminal rate suggests that this
was the final hike in the cycle, or that the Fed could pause in May. In the statement, there were some
notable tweaks. Namely, the Committee changed the phrase that they anticipate further increases to be
appropriate to that it “anticipates that some additional policy firming may be appropriate”. The Committee
also added that “The U.S. banking system is sound and resilient.” But it also acknowledged that “recent
developments are likely to result in tighter credit conditions for households and businesses and to weigh on
economic activity, hiring, and inflation. The extent of these effects is uncertain.” Other measures taken by
the Fed in March was the creation of a new Bank Term Funding Program (BTFP), offering loans of up to
one year to banks valued at par. These actions reflect the Fed’s goal to maintain stability in the US Banking
System, while also aiming to restore price stability to the economy.

Amidst all of this, inflation data was mixed. While headline CPI rose by 0.4%, easing from the month prior.
The yearly inflation rate fell to 6.0% from 6.4%. Of more concern was core prices which jumped by 0.5%
after two monthly 0.4% advances. The yearly rate dropped slightly to 5.5%. Both rent measures were
stubborn to roll over, with primary rent accelerating by 0.8% and owner’s equivalent rent up by 0.7%. These
were offset by a decline of 2.8% in used vehicle prices. Elsewhere, the Employment Situation also
underscored resilience. Payrolls rose by 311k, fairly modest compared to the January figure of over half a
million. With an uptick in the participation rate, the unemployment rate lifted two tenths to 3.6%. average
hourly earnings came in on the light side, up just 0.2%, the weakest in a year. However, base effects from a
year prior pushed the yearly rate up to 4.6%.

Europe

Markets were shaken in March as uncertainty in relation to the banking sector brought into question the
economies fragility to higher interest rates. Beginning in the United States with Silicon Valley Bank and
other regional banks, concern spread to Europe accumulating in UBS taking over Credit Suisse.

Government bonds displayed their diversification benefits with yields falling as investors sought safety. Ten-
year German bund yields dropped materially whilst at the front end of the curve, investors re-assessed the
degree of future interest rate hikes given the emergence of cracks in the financial system. The terminal rate
of the cycle was revised lower with peak ECB deposit rate forecast falling to 3.50% (from 4.00%) although
in contrast to US rates, no cuts are expected in 2023.

Despite the volatility in credit markets the ECB continued raising interest rates with benchmark deposit rate
raised by 0.50% to 3.00%. A previous commitment to keep “raising interest rates significantly at a steady
pace” was dropped although President Lagarde stressed future policy would be dictated by data, thus
leaving the opportunity for additional tightening. Entering a new phase whereby monetary policy is used to
control inflation and financial stability instruments to control financial stability, central banks are facing
increased challenges if the path of interest rates are higher.

Eurozone inflation surprised to the downside (6.9% vrs 7.1%) however core (excluding energy and food
prices) appears resilient, matching analysts estimates and increasing to a Eurozone high (5.7%). The latter
remains a concern for the ECB with wages accelerating by 5.7% in the final quarter of 2022 and
unemployment rate at an all-time low of 6.6%. The conflicting nature of economic data versus emergence of
financial risks ensured interest rate volatility returned to the fore with 2-year German bond yields witnessing
their largest daily move on record, falling 50bps after the collapse of Silicon Valley Bank.
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A volatile month for global markets as March saw a banking crisis within US regional banks before making
its way across the Atlantic with Credit Suisse being acquired by UBS. We also saw the three major central
bank hike rates for the second month in a row. In the UK, while a large portion of the data over the month
was positive for the economy, inflation unexpectedly increased after three consecutive downturns. The
Bank of England (BoE) hiked rates by 25bps, yet risk markets managed to be the main driver for the move
in yields, which finished lower on the month while credit spreads widened.

The start of the month saw the strongest PMI readings since June of last year with February’s finalized
composite number at 53.1. Finalized GDP for January beat expectations growing at 0.3% vs exp 0.1%
following the retraction in December of -0.5%. The Bank of England raised interest rates by quarter of a
percentage point to 4.25% in a 7-2 vote, the 2 voted for unchanged. The Banks messaging seemed less
dovish than last month following the jump in inflation, “We don’t know whether it's going to be the peak”.
The Banks governor Bailey later claimed if businesses increase prices to fight inflation the Bank might be
forced to raise rates further.

The UK narrowly avoided a recession as Finalized Q4 GDP grew at 0.1% after a previous quarter of
contraction at (-0.3%) while annual GDP grew at 0.6%. Annual inflation unexpectedly rose to 10.4% YoY
from 10.1%, it was expected at 9.9% (a shock to the upside after three consecutive months showing
inflation cooling from its 41-year high of 11.1% in October) while MoM CPI grew to 1.1%. Core CPI also
increased to 6.2% YoY from 5.8% and MoM grew by 1.2% from -0.9%. BoE Governor Bailey expects
inflation to fall “steeply” and dismissed the prospect of an imminent financial crisis when asked about the
banking problems seen this month, stating the UK is not “at all in the place” it was before the 2008 crash
albeit “we are in a period of heightened tension and alertness”. The bank updated its forecast for UK growth
for the second quarter of the year and expects a slight increase in GDP, from a month earlier predicting a
contraction.

Emerging Markets

March was a positive month for Emerging Markets Debt. The asset class benefited from the market
repricing for lower terminal rates, driven by worries about the strength of the financial system in the
Developed Markets on the back of the collapses of US regional banks including Silicon Valley Bank and
Credit Suisse in Europe. Despite the idiosyncratic events and worries surrounding the financial system in
the US and Europe, the Fed and the ECB have raised rates by 25bps and 50bps respectively in the
continuous battle against persistently high inflation. Having said that, the tones that came out of the policy
meetings have turned to a less hawkish side.

In the Emerging Markets, the anticipated monetary policy paths have started to signal the end of the hiking
cycle. For example, the Bank of Mexico has raised its policy rate by 25bps to 11.25%, but it has toned down
the possibility of future rate hike by mentioning that its policy stance has already been attained and would
be dependent on inflation outlook. Central banks in Hungary, Czech Republic, and Brazil have also left their
policy rates unchanged. In contrast, South Africa has surprised the market with larger than expected 50bps
rate hike as it warned of higher inflation. The IMF has approved Argentina’s fourth review of its USD 44bn
Extended Fund Facility loan program, which unlocked an immediate disbursement of USD 5.4bn to the
country. IMF also confirmed that it would lower the central bank reserve target. After the loan programme
started in March last year, the country has received USD 28.9bn to date. In Peru, the attorney general office
has started an investigation on the current President Dina Boluarte and former President Pedro Castillo for
money laundering as part of a criminal organisation. This is part of the investigation that related to the
alleged campaign finance crimes committed during the presidential race in 2021. In China, the outgoing
Premier Li Kegiang has delivered a 5% GDP growth target for the country this year in the annual
Government Work Report amid the National People’s Congress. In mid-March, the two sessions meetings
have successfully been concluded, with Li Qiang being appointed as the new premier.

Looking at returns, the JP Morgan EMBI Global Diversified index of US dollar sovereign bonds delivered a
total return of 0.96%. Of this, the spread return was -2.27% and Treasury return was 3.31%. In local
currency bonds, the JPMorgan GBI-EM Global Diversified index returned 4.12%, of which the FX
component was 2.32% and the Rates component was 1.78%. In corporate bonds, the JPMorgan CEMBI
Broad Diversified index delivered a total return of 0.83%, of which the spread return was -1.50% and
Treasury return was 2.37%.
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JGB yield rose mainly via 6-20yr zone and 10Yr yield ended the month 18bp lower at 0.32%. In the latter half
of the month, the collapse of a medium-sized U.S. bank, concerns about a major Swiss bank, and fears
about the wipeout of AT1 bonds in the takeover of the Swiss bank have increased uncertainty around the
financial systems, resulting in more downward pressure on yields.

The overall inflation ex-perishable food was +3.1% YoY in February, and remained above the central bank's
2% target for eleventh straight month as food prices continued to be high. The unemployment rate remained

relatively low at 2.6% in February.
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