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Executive summary 

• This report covers Royal London’s sterling credit-only fund Sustainable Managed Income and the credit-oriented mixed-asset fund 

Sustainable Managed Growth. As the Global Sustainable Credit Fund is not limited to sterling credit as with our other sustainable 

credit portfolios, it has a separate report and is not covered here. For commentary on the equity-only sustainable funds (Sustainable 

Leaders and Global Sustainable Equity) and the two equity-oriented mixed-asset funds (Sustainable World and Sustainable 

Diversified), please see our sustainable equity report. Please note: There is no quarterly commentary for Sustainable Growth as this 

fund is still in the initial 12-month period following its launch. 

• The second quarter was the weakest quarter for sterling credit markets this century, and although investors might typically expect bond 

markets to move inversely to equities, both equity and fixed income markets experienced significant losses globally in the period. The 

combination of rising inflation and falling growth has struck valuations down from the all-time highs, a result of ultra-loose monetary policy 

not just since the onset of Covid-19, but extending back to the Global Financial Crisis.  

• Sustainable Managed Income (sterling credit-only) performed broadly in line with the market during the quarter. While the absolute 

returns have been negative, it has outperformed on a relative basis over the year to date and over the rolling 12 months; the fund has also 

outperformed over three and five years, delivering top-quartile performance over the latter period.  

• The relative performance of the credit portfolio of Sustainable Managed Growth, our credit-oriented mixed-asset fund, was also broadly 

in line with the index over the quarter and these longer periods. However, the fund’s overall performance was negatively impacted by the 

equities portfolio, which underperformed its wider index-based benchmark in the quarter. Nearly all of this underperformance can be 

attributed to two distinct factors: the majority of it has been due to the derating of longer-duration growth stocks, with the bulk of the 

remainder from the repricing of oil and gas and other commodities following the invasion of Ukraine. Other than the unavoidable impact of 

equity sector weightings, our sustainable funds performed reasonably well in a particularly difficult environment and outperformed many of 

their sustainable peers. We have so far seen few problems with the individual companies we own, which are well-established and profitable 

businesses. Our relative performance has not been because we bought ‘bad’ companies.  

• Inflation is continuing to rise in the UK, but we believe that inflation will peak in major economies during the second half of 2022. Weaker 

GDP growth and recession in some areas will impact the corporate sector and we expect to see a move higher in default rates. We will maintain 

focused on identify companies with strong balance sheets, favouring issues with security and downside protection, and ensuring that portfolios 

are diversified across issuers, sectors, and other factors.  

• Despite the worsening economic outlook, however, we believe that the widening in credit spreads has taken valuations to attractive levels, 

relative to government bonds. They discount a significant portion of bad news and investors are being paid well to take credit over government 

bond risk. Although further volatility is likely, our recent preference for short-dated credit bonds is gradually easing as we begin to take on 

more duration risk – albeit not at the long end of markets where all-in yields still look challenging. 

Market overview 

• In terms of macroeconomic factors, the second quarter has largely been a continuation of the first quarter – inflation was again the headline 

influence, although this crystallised into fears of recession in June. Higher energy prices added to the supply chain-related increases seen as 

the global economy emerged from the Covid-induced shutdown of 2020 and 2021. Geopolitics continued to weigh on sentiment, as Ukrainian 

resistance to the Russian invasion continued. UK economic data generally indicated that growth was slowing, while inflation rose each month 

– CPI inflation for May hit 9.1% and the Bank of England (BoE) has suggested it could reach 11% by the autumn.  

• Central banks responded to this rising inflation by tightening monetary policy and indicating that there is more to come. The Federal Reserve 

(Fed) led the way, increasing rates by 1.25% over the quarter – its clear commitment to do more has led markets to price in a further 2% of 

hikes in 2022. The BoE has increased rates at every meeting since December 2021 and this continued through the quarter, with the fifth 

consecutive increase in June taking the UK base rate to 1.25%.The European Central Bank was less aggressive – partly due to a more 

fragmented backdrop, with the gap between German and ‘peripheral’ bonds widening in recent months – but confirmed that it will end its 

bond-buying programme in July and signalled that a 25 basis points (bps) hike in July and another 50bps in September are both possible.  

• Bond markets were hit hard as rising interest rates drove government bond yields higher globally (prices move inversely to yields). The 

benchmark 10-year gilt yield rose by 62bps to 2.23%. Longer-dated bonds performed worst in the period due to their greater sensitivity to 

interest rates (duration risk). In the UK, gilt markets returned -7.42% on an all-maturities basis (FTSE Actuaries), whereas gilts with 5 years 

or less to maturity provided negative returns of just -0.76%. Total returns for the sterling investment grade credit market of -6.79% were less 

negative than gilts in the second quarter, but this was still the worst calendar quarter for sterling credit market this century. However, the 
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average sterling investment grade credit spread (the average extra yield available from a corporate bond compared with government debt of 

equal maturity) widened by 45bps to 1.74%. This means that, on average, corporate bonds underperformed gilts of an equal maturity. 

• In sterling credit, defensive sectors continued to outperform on a relative basis, albeit still providing negative returns – the supranational, 

covered and asset-backed sectors outperformed, while financials (banks and insurance) lagged, particularly subordinated bonds. Real estate 

was particularly weak given the significant rise in base rates and future interest rate expectations. Credit quality benefitted relative returns in 

the period, with bonds in the AAA ratings band outperforming on a relative basis, followed by AA, A and BBB rated bonds – the high yield 

market underperformed investment grade credit. 

• Equities continued to struggle as interest rate expectations rose and investors factored in the possibility of a Fed-induced recession in the next 

six to 12 months. As a result, the first half of 2022 was the worst start to a year for US equities since 1970. For the second quarter the MSCI 

World returned -16.1% to sterling investors. Regional returns were again widely dispersed. According to MSCI, Asia-Pacific (ex-Japan) was 

the best-performing region, returning -0.9%. Otherwise, the UK and emerging markets returned -3.0% and -4.4%, respectively, while the 

returns for Japan, Europe (ex-UK) and the US lagged at -7.7%, -8.1% and -10.2%, respectively.  

• Within equity markets, the significant inflation-related rotation out of ‘growth’ and into ‘value’ that started in the first quarter continued. The 

MSCI World Value Index returned -4.4% versus -14.9% for the MSCI World Growth Index, outperformance of 10.5%. Energy again led the 

MSCI World sector returns (+2.6%), with consumer staples, healthcare and utilities the only other sectors with positive returns (+1.2%, +0.3% 

and +0.1%, respectively). Consumer discretionary (-17.7%), technology (-15.5%) and materials (-13.25%) were the weakest sectors. 

• Currency swings were notable in the quarter, following the volatility of the first quarter. The sharp rise in US interest rate expectations meant 

that the dollar was the strongest global currency: it appreciated significantly against the Swiss franc, euro and sterling, and rose over 11% 

against the yen. These movements will impact global trade and overseas earnings over coming months, and dollar strength will also be a risk 

for any emerging markets countries and companies that have borrowed in dollars. The price of brent crude oil rose by another 6.4% to nearly 

$112 a barrel, but copper futures fell 21.9% on fears of recession and renewed Covid restrictions in China during the quarter.  

Performance and activity 

• Please note: As the Global Sustainable Credit Fund is not limited to sterling credit as with our other sustainable credit portfolios, it has 

a separate report and is not covered here.  

• The second quarter was the weakest quarter for sterling credit markets this century, and although investors might typically expect bond 

markets to move inversely to equities, both equity and fixed income markets experienced significant losses globally in the period. The 

combination of rising inflation and falling growth has struck valuations down from the all-time highs, a result of ultra-loose monetary policy 

not just since the onset of Covid-19, but extending back to the Global Financial Crisis.  

• Sustainable Managed Income (sterling credit-only) performed broadly in line with the market during the quarter. While the absolute 

returns have been negative, it has outperformed on a relative basis over the year to date and over the rolling 12 months; the fund has also 

outperformed over three and five years, delivering top-quartile performance over the latter period.  

• The relative performance of the credit portfolio of Sustainable Managed Growth, our credit-oriented mixed-asset fund, was also 

reasonable over the quarter and these longer periods. However, the fund’s overall performance was negatively impacted by the equities 

portfolio, which underperformed its wider index-based benchmark in the quarter. Nearly all of this underperformance can be attributed to 

two distinct factors: the majority of it has been due to the derating of longer-duration growth stocks, with the bulk of the remainder from the 

repricing of oil and gas and other commodities following the invasion of Ukraine. By their nature, sustainable funds tend to have minimal (if 

any) exposure to oil and gas production and relatively high allocations to long-duration, growth companies – many of which are found in the 

technology and healthcare sectors and offer longer-term solutions to the sustainability challenges that the world faces. For more details, please 

see our sustainable equity strategies report. 

• For the sustainable credit portfolios, sector allocation was the most significant performance detractor, specifically our preference for 

subordinated financials (particularly in insurance), which underperformed the market, and our substantial underweight in supranational 

bonds, which outperformed. On the other hand, stock selection was positive in the period, particularly in the structured bonds sector, as well 

as in social housing and real estate. This performance was underpinned by our proven investment philosophy, favouring secured bonds with 

strong covenants, and focusing on bottom-up research to identify borrowers with resilient cashflows and robust balance sheets.  

• Although the underweight in supranationals hurt performance, we are comfortable with our stance given the sector offers a very low yield 

premium that can be materially improved elsewhere in the market without taking excessive risk. Within subordinated insurance, key detractors 
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included bonds from the likes of Aviva and M&G – despite market volatility these are well capitalised entities which we believe will remain 

resilient in the long term. As a high beta sector (a sector which typically underperforms during a negative market environment but outperforms 

in a positive environment) we were not surprised or deterred by the impact of our preference to subordinated financials on performance in the 

short term, and we remain highly confident of the long-term value offered by the bonds held in our funds.  

• Stock selection benefitted the funds across sectors. A major contributor to performance was a structured bond issue from Telereal 

Securitisation. Telereal owns key infrastructure assets for the UK, leasing telephone exchanges to BT as part of its fixed line 

telecommunications network, with bondholders benefiting from security over them. Telereal undertook a liability management exercise in the 

quarter, which we participated in –the company redeemed two bonds at a significant premium to market pricing. The company then issued 

two new bonds at attractive spreads, and given the secured nature of the bonds, the key importance of the underlying assets for the UK and 

their strong credit ratings, we added these to the portfolio. 

• Issuance was extremely weak in the second quarter, as rising rates deterred potential borrowers. However, given that first quarter issuance 

was relatively strong as companies sought to refinance while interest rates remained low, it is little surprise to see a pause at a time when cost 

of issuance is increasing. While higher yields and spreads damaging absolute returns, market weakness has given us opportunities to add high 

quality cashflows in sustainable companies at attractive spread levels. The social housing sector remained a key area of interest, with an 

attractive combination of strong ESG credentials, high quality cashflows and security. During the quarter we bought a new issue from Blend 

Funding – an aggregator which helps smaller housing associations access capital markets. We also added new issues from Jigsaw and 

Hexagon, with the latter a smaller association but one that is highly rated and offered an attractive spread compared to the sector. 

• Financials, notably banks, remain a material part of the sterling credit market. Financials had lagged in March and April, and new issue pricing 

was therefore attractive. We added a Yorkshire Building Society senior non-preferred new issue at a yield premium of over 200bps. These 

bonds are senior within the capital structure, but can be ‘bailed in’ in event of bank failure. In effect, they sit between traditional senior and 

subordinated bonds, and offer an attractive premium to more usual senior bonds. We also bought senior bonds of OP Corporate Bank in 

Finland; as well as deeply subordinated perpetual bonds from Aviva (Managed Income only) and Virgin Money. Otherwise, we bought 

structured bonds of AA. Away from traditional areas of focus, we added a new issue from Rentokil. The bonds are BBB rated and came to 

market at a spread of just over 250bps, providing attractive carry and adding global diversification – while the parent company originated in 

the UK and is based and listed here, it derives cashflows from its operations all over the world. 

• While the quarter saw further issuance of labelled bonds, such as ‘green’ and ‘sustainable’ bonds, some of which we participated in, we remain 

cautious about labelled bonds, which do not automatically offer value, and sometimes lack clarity of objective. We will continue to assess each 

individual credit on its particular merits, remaining focused on adding value in underserved or inefficient areas of the market. 

• Holdings are focused on sectors that benefit from strong covenants (legal restrictions on what an issuer can do) and often offer enhanced 

security (offering assets as collateral). It is not just at times of economic distress that security is beneficial. When financing costs are low and 

private equity businesses are awash with cash, we can expect to see balance sheets being utilised to increase leverage. This will eventually lead 

to higher default risk in those more leveraged business models. Secured bonds also offer potential upside when issuers want to access assets 

that are encumbered by secured bonds.  

• All issuers within our sustainable holdings offer a net benefit to society or show ESG leadership. As well as reducing risk, we seek out 

opportunities that are under-researched e.g., bonds that do not fall into mainstream indices or benchmarks and/or are unrated by ratings 

agencies. Importantly, the sustainable credit proposition provides access to critical sectors that most investors can’t access via equity markets. 

Key themes in the funds include social housing, social & environmental infrastructure, community funding (regulated banks and building 

societies focused on SME and retail lending)., financial inclusion & resilience (such as insurance products to support individuals through 

shocks) and the energy transition. 

• On sustainability grounds, we have no exposure to bonds of oil & gas companies or extractive industries. We are also underweight in the 

general industrial and consumer goods sectors, and to a lesser extent in consumer services. The portfolios’ overweight in BBB is targeted to 

regulated financials, and utility debt, which have exhibited stable cashflows relative to the wider consumer, retail and industrial BBB areas 

and lower rating transition risk to sub-investment grade, which is a key risk in the current environment. 

Outlook 

• Inflation is continuing to rise in the UK, reflecting higher raw material costs, energy price increases and tight labour markets. However, central 

bank interest rate increases are already showing signs of slowing down activity and we believe that inflation will peak in major economies 

during the second half of 2022. Weaker GDP growth and recession in some areas will impact the corporate sector and we expect to see a move 
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higher in default rates. We will maintain focused on identify companies with strong balance sheets, favouring issues with security and downside 

protection, and ensuring that portfolios are diversified across issuers, sectors, and other factors.  

• Despite the worsening economic outlook, we believe that the widening in credit spreads has taken valuations to attractive levels, relative to 

government bonds. Credit spreads discount a significant portion of bad news, and investors are being paid well to take credit over government 

bond risk. Although some further volatility is likely, our recent preference for short-dated credit bonds is gradually easing as we begin to take 

on more duration risk – albeit not at the long end of markets where all-in yields still look challenging. 

• The BoE announced in May that it will begin the sale of its holdings of corporate bonds from the week commencing 19 September, via a regular 

multi-stock auction. While its buy programme had a significant (if only temporary) impact on sterling credit markets, we do not expect the 

same for the sale. Although the holding is material in size, it is not a structurally significant portion of the market, and with the proposed sale’s 

timescale of more than three years, it is unlikely that markets will see enough concentrated activity to generate large swings in pricing. 

Additional information 

• There are regular updates on our investment thinking in the Our views section of rlam.com, including a regular blog from Head of Sustainable 

Investments Mike Fox on key issues in equity markets and sustainable investing. We also deliver regular webinars on a range of topics relevant 

to sustainable investing – please visit the RLAM Digital Insight Hub. 

  

https://www.rlam.com/uk/
https://www.brighttalk.com/channel/11825/
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For professional clients only, not suitable for retail investors. The views expressed are the author’s own and do not constitute investment advice. 
This document is a financial promotion. It does not provide, and should not be relied on for, accounting, legal or tax advice, or investment 
recommendations. For more information on the fund or the risks of investing, please refer to the fund factsheet, Prospectus or Key Investor 
Information Document (KIID), available on www.rlam.com. 
Past performance is not a reliable indicator of future results. The value of investments and any income from them may go down as well as up and 
is not guaranteed. Investors may not get back the amount invested. 
Portfolio characteristics and holdings are subject to change without notice. This does not constitute an investment recommendation. For 
information purposes only, methodology available on request. Unless otherwise noted, the information in this document has been derived from 
sources believed to be accurate. Information derived from sources other than Royal London Asset Management is believed to be reliable; however, 
we do not independently verify or guarantee its accuracy or validity. 
All rights in the FTSE All Stocks Gilt Index, FTSE Over 15 Year Gilts Index, FTSE A Index Linked Over 5 Years Gilt Index and FTSE A Maturities Gilt 
Index (the “Index”) vest in FTSE International Limited (“FTSE”). All rights in the FTSE 350, FTSE All Share, FTSE 100, FTSE 250, FTSE 350 Higher Yield 
and FTSE Small Cap (the “Index”) vest in FTSE International Limited (“FTSE”).  “FTSE®” is a trade mark of the London Stock Exchange Group 
companies and is used by FTSE under licence. The Royal London Funds (the "funds") have been developed solely by Royal London Asset 
Management. The Index is calculated by FTSE or its agent. FTSE and its licensors are not connected to and do not sponsor, advise, recommend, 
endorse or promote the fund and do not accept any liability whatsoever to any person arising out of (a) the use of, reliance on or any error in the 
Index or (b) investment in or operation of the fund. FTSE makes no claim, prediction, warranty or representation either as to the results to be 
obtained from the Funds or the suitability of the Index for the purpose to which it is being put by Royal London Asset Management. 
All confidential information relating to any Royal London Group company must be treated by you in the strictest confidence. It may only be used 
for the purposes of assessing the proposal to engage Royal London Asset Management Limited (RLAM). Confidential information should not be 
disclosed to any third party and should only be disclosed to those of your employees and professional advisers who are required to see such 
information for the purpose set out above. You should ensure that these persons are made aware of the confidential nature of such information 
and treat it accordingly. You agree to return and/ or destroy all confidential information on receipt of our written request to do so. 
Telephone calls may be recorded. For further information please see the Legals notice at www.rlam.com. 
The Trusts are authorised unit trust schemes. The Manager is RLUM Limited, authorised and regulated by the Financial Conduct Authority, with 
firm reference number 144032. For more information on the trust or the risks of investing, please refer to the Prospectus or Key Investor 
Information Document (KIID), available via the relevant Fund Information page on www.rlam.com.  
The Funds are sub-funds of Royal London Equity Funds ICVC, an open-ended investment company with variable capital with segregated liability 
between sub-funds, incorporated in England and Wales under registered number IC000807. The Authorised Corporate Director (ACD) is Royal 
London Unit Trust Managers Limited, authorised and regulated by the Financial Conduct Authority, with firm reference number 144037. For more 
information on the fund or the risks of investing, please refer to the Prospectus or Key Investor Information Document (KIID), available via the 
relevant Fund Information page on www.rlam.com. 
Issued by Royal London Asset Management Limited, Firm Registration Number: 141665, registered in England and Wales number 2244297; Royal 
London Unit Trust Managers Limited, Firm Registration Number: 144037, registered in England and Wales number 2372439; RLUM Limited, Firm 
Registration Number: 144032, registered in England and Wales number 2369965. All of these companies are authorised and regulated by the 
Financial Conduct Authority. Royal London Asset Management Bond Funds Plc, an umbrella company with segregated liability between sub-funds, 
authorised and regulated by the Central Bank of Ireland, registered in Ireland number 364259. Registered office: 70 Sir John Rogerson’s Quay, 
Dublin 2, Ireland. 
All of these companies are subsidiaries of The Royal London Mutual Insurance Society Limited, registered in England and Wales number 99064. 
Registered Office: 55 Gracechurch Street, London, EC3V 0RL. The Royal London Mutual Insurance Society Limited is authorised by the Prudential 
Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority. The Royal London Mutual 
Insurance Society Limited is on the Financial Services Register, registration number 117672. Registered in England and Wales number 99064. FQR 
RLAM EM 1375. 
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