
Is there value in  
gilts and cash?
by Craig Inches

Of course, it had already been a 
challenging global environment, played 
out against a backdrop of persistently 
high inflation, war in Ukraine and 
escalating energy prices. For the UK 
though, the crunch came after then-
Chancellor Kwasi Kwarteng’s unfunded 
‘mini-budget’ threw the gilt market 
into crisis. A fire sale followed, and gilt 
yields soared to levels not seen since 
the global financial crisis of 2008, 
while sterling fell to an all-time low. Only 
Bank of England (BoE) intervention – 
including committing to buy £65 billion 
of longer dated gilts – brought relief to 
the market, preventing a ‘doom loop’ that 
threatened the UK pension industry. 

In recent years, the prospects for gilts and other government 
bond markets have seemed somewhat dull, as the backdrop of 
historic low interest rates and quantitative easing meant the only 
sense of drama was how low yields could go. As a result, investors 
have viewed these assets as a dependable, risk-free, low-volatility, 
low yield asset. However, after 2022 – and notably for gilts, 
after the events in September – investors will be looking at these 
markets in a new light. 

Craig Inches is Head of Rates and Cash at 
RLAM, responsible for the management 
and oversight of RLAM’s rates and cash 
business. Craig works closely with Paul 
Rayner (Head of Alpha Strategies) and the 
rates team to manage a suite of solutions 
ranging from enhanced cash through 
sovereign and global bonds culminating 
in absolute return. Prior to RLAM, 
Craig was an Investment Director with 
Scottish Widows Investment Partnership, 
where he gained extensive cash and 
fixed income experience. Craig has an 
MSc in Investment Analysis from Stirling 
University, a BSc (Hons) in Actuarial 
Mathematics and Statistics from Heriot-
Watt University and is an associate of the 
UK Society of Investment professionals.
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The clouds had already 
been gathering
While the mini-budget brought matters 
to a head, pressure had already been 
ratcheting up on the UK for some 
time. Although the BoE was the first 
major central bank to embark on a rate 
tightening cycle to combat inflation, its 
response overall proved painfully slow. 
As a consequence, the UK is expected 
to have persistently higher inflation – 
and for longer – than the rest of the 
G7 group. Domestic core inflation has 
picked up quite aggressively, partly 
due to weaker sterling feeding into 
core inflation. Back in 2021, the BoE 
considered UK inflation to be transitory 
– attributing it to higher food prices, 
higher energy prices (as a result of the 
Ukraine war) and ongoing but temporary 
supply chain challenges. But many of 
those supposedly transitory factors 
– deglobalisation, war, higher energy 
prices – look likely to remain with us for 
some time to come. Moreover, as core 
inflation keeps ticking up, that becomes 
problematic by leading to secondary 
wage effects feeding through. 

The picture for gilt issuance doesn’t look 
particularly pleasant either. Expectations 
are for net gilt issuance to increase 
from around £70 billion annually to 
anywhere between £160 - £200 billion 
per annum, but those estimates could 
be conservative. The sheer scale of net 
issuance will inevitably pull gilt yields 
higher – as it did in 2022 (see figure 1).

Figure 1: Gilt issuance and yields
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Source: Bloomberg, ONS & Debt Management Office as at end October 2022.

Central banks are  
under scrutiny
The BoE is not the only central bank 
under pressure. In the US, the Federal 
Reserve is trying to ‘thread the needle’ 
by engineering an environment where 
higher interest rates will dampen down 
the labour market, resulting in a mild 
recession at most. But should rate 
tightening lead to a deeper recession, 
we believe that the base effect plus 
declining demand would most probably 
push inflation back to the Fed’s 2% 
target much quicker. This means that 
the US unemployment rate is potentially 
the most important metric to keep an 
eye on during 2023. As soon as the 
unemployment rate starts to go up, the 
Fed will be more inclined to ease off on 
rate hiking, as it should see a decline in 
second line wage effects, and therefore 
the demand side of the equation should 
also diminish. 

Interest rate expectations have 
unsurprisingly shifted dramatically 
over the course of the year (figure 2). 
Between March and June, markets were 
expecting the BoE base rate to peak at 
around 2.0%. That peak forecast moved 
out to 6.0% in October, before settling 
back to nearer to 5.0% closer to the end 
of the year. Eurozone rates are expected 
to peak at 2.75% - 3.0%, while in the US, 
the peak is expected to be 4.75%. 

At RLAM, our central case is that we 
expect UK rates to peak at 4.5% in the 
mid-part of 2023, before falling back to 
around 3.75% in 2024. That is based on 
the assumption we’ll see inflation peaking 
in early 2023, then drifting back towards 
2.0% by the end of 2024. However, a 
stickier labour market could see rates 
going much higher, perhaps closer to 
6.0%, before settling at 4.0%. In this 
scenario, there’s a high probability that 
gilt yields could at some point in 2023 
move back up to 4.8% - 5%, where they 
were following the mini-budget. The more 
optimistic – and less likely – scenario is 
that the peak for interest rates is much 
lower, as a result of inflation cooling off 
faster during 2023, which would result 
in a much lower yield curve profile.

Gilts and cash

Royal London Asset Management 2

Outlook 2023



Money markets now  
offer a return 
Looking at cash markets, throughout 
2022 we saw strong investor demand 
for liquidity and short term fixed income 
strategies, and we expect this to 
continue throughout 2023. Liquidity is 
a basic building block for every investor, 
and everyone has short-term cash 
requirements – requirements that 
were demonstrated during the market 
disruption in October. The drive for 
these products comes from investors 
looking for assets with low or no capital 
downside, and therefore wanting to be in 
the shortest duration product possible. 
There has also been considerable 
demand for cash vehicles from asset 
allocators who have wanted to shift 
their positioning and move in favour of 
offerings with little or no interest rate 
sensitivity and very low credit sensitivity.

Do these assets still have  
a place in portfolios?
From an investor perspective, 2022 
was clearly one to forget. At the time 
of writing, it looks like investors in gilt 
funds will experience asset value falls of 
over 20% over the year. With headline 
yields rising from around 1% to 4% over 
the year, there is of course potential 
for further increases: but while a yield 
increase from 4% to 5% hurts, it is a 
lot less painful than the move from 1% 
to 4%. For those already holding the 
asset class, the risk of further short-
term capital mark to market losses may 
be outweighed by the more attractive 
yields on offer for the medium and  
long-term investor. 

Figure 2: Market expectations have shifted – particularly for the UK
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For those considering adding to 
exposure to gilts, we believe that a 
10-year yield of 4.5% to 5% would be 
an attractive entry point, and despite 
pension fund deleveraging, we would 
expect to see strong buying at that 
level. And if UK real yields approach 
the 1.5% to 2% which are currently 
seen in the likes of the US, Australia or 
Canada, (compared to the current UK 
level around zero), we believe this would 
also be an attractive proposition. And 
last but not least, money market and 
short term fixed interest funds yielding 
between 3.5% and 5% will look attractive 
to many investors given their risk profile 
and low volatility nature. 

Gilts have a critical role to play as an 
asset class and within investor portfolios, 
and we expect this to continue in a 
higher-yielding environment. From 
a structural perspective, there will 
always be a strong demand for longer-
dated gilts, particularly from pension 
schemes looking to own physical assets, 
as well as from overseas buyers who 
see the available yields as attractive 
on a relative basis. 

“ Gilts have a  Gilts have a 
critical role to play critical role to play 
as an asset class as an asset class 
and within investor and within investor 
portfolios, and we portfolios, and we 
expect this to expect this to 
continue in a  continue in a  
higher-yielding higher-yielding 
environment.  environment.  ”

For many years, we felt gilt fund investors 
were not being fully compensated for 
the duration risk they were exposed to, 
and equally haven’t been paid relative to 
other global government bond markets. 
As a result, over the last few years 
we’ve seen investors diversifying that 
risk through the use of short duration 
and / or global rates strategies. But 
at the levels mentioned above, we 
are seeing investors considering the 
opportunities available within all-maturity 
rather than short-duration strategies, 
increasing the rate sensitivity of their 
investments as they feel they are being 
better-compensated for the economic 
landscape we now find ourselves in. 

The key to remember is that while gilts 
should be default free, they will probably 
not be volatility free. Thus it is important 
to look at the long-term fundamental 
value of the asset class. We expect this 
higher volatility environment to remain 
in place for the foreseeable future, given 
we are in a world of no QE and high debt 
issuance. This presents numerous relative 
value opportunities for active managers 
to capitalise on and more importantly 
help to mitigate capital drawdown.
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Investment risks
Past performance is not a guide to future 
performance. The value of investments 
and the income from them is not 
guaranteed and may go down as well as 
up and investors may not get back the 
amount originally invested. Changes in 
currency exchange rates may affect the 
value of these investments.

Important information 
For professional clients / qualified 
investors only, not suitable for 
retail investors. This is a marketing 
communication.

This is a financial promotion and is not 
investment advice. Telephone calls may 
be recorded. For further information 
please see our Privacy policy at  
www.rlam.com

The views expressed are those of the 
authors at the date of publication unless 
otherwise indicated, which are subject to 
change, and is not investment advice.

The services being offered hereby 
are being offered on a private basis to 
investors who are institutional investors. 
This document is not subject to and has 
not received approval from either the 
Bermuda Monetary Authority or the 
Registrar of Companies in Bermuda 
and no statement to the contrary, explicit 
or implicit, is authorized to be made in 
this regard. The services being offered 
may be offered or sold in Bermuda only 
in compliance with the provisions of 
the Investment Business Act 2003 of 
Bermuda. Additionally, non-Bermudian 
persons may not carry on or engage in any 
trade or business in Bermuda unless such 
persons are authorized to do so under 
applicable Bermuda legislation. Engaging 
in the activity of offering or marketing 
the services being offered in Bermuda to 
persons in Bermuda may be deemed to be 
carrying on business in Bermuda.

This document is private and confidential 
and only for use by “permitted clients” in 
Canada. This document is for information 
purposes only and is not intended as 
an offer or solicitation to invest. This 
document does not constitute investment 
advice and should not be relied upon as 
such. Royal London Asset Management 
Limited (“RLAM”) is authorized to provide 
investment services in Canada under the 
International Adviser Exemption. 

RLAM’s principal place for business 
is in the United Kingdom, and it is not 
registered as a manager in the provinces 
of Alberta, British Columbia, Ontario, 
and Québec.

Issued in December 2022 within 
Europe (ex-Switzerland) by FundRock 
Distribution S.A. (“FRD”) the EU 
distributor for Royal London Asset 
Management Limited. FRD is a 
public limited company, incorporated 
under the laws of the Grand Duchy of 
Luxembourg, registered office at 9A, rue 
Gabriel Lippmann, L-5365 Munsbach, 
Luxembourg, and registered with the 
Luxembourg trade and companies 
register under number B253257. 
Page 23, FRD is authorized as distributor 
of shares/units of UCIs without making 
or accepting payments (within the 
meaning of Article 24-7 of the 1993 
Law), as updated from time to time. 
FRD is authorised and regulated by the 
Commission de Surveillance du Secteur 
Financier (CSSF). Portfolio management 
activities and services are undertaken 
by Royal London Asset Management 
Limited, 55 Gracechurch Street, London, 
EC3V 0RL, UK. Authorised and regulated 
by the Financial Conduct Authority in the 
UK, firm reference number 141665. 
A subsidiary of The Royal London Mutual 
Insurance Society Limited.

Ref: AL RLAM PD 0155
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Contact us  
For more information about our range 
of products and services, please 
contact us. Royal London Asset 
Management (RLAM) has partnered 
with FundRock Distribution S.A, who 
will distribute RLAM’s products and 
services in the EEA. This follows the 
United Kingdom’s withdrawal from 
the European Union and ending of the 
subsequent transition period, as UK 
Financial Services firms, including 
RLAM, can no longer passport their 
business into the EEA.

Royal London Asset Management 
55 Gracechurch Street 
London EC3V 0RL

Business Development Support 
bdsupport@rlam.co.uk 
+44 (0)20 3272 5950

For institutional client queries 
institutional@rlam.co.uk 
+44 (0)20 7506 6500

For any queries or questions coming 
from EEA potential investors, 
please contact:

Javier Igartua 
FundRockDistribution S.A. 
9A rue Gabriel Lippman 
Luxembourg-L-5365, Munsbach 
+352 691 340 728 
Javier.Igartua@fundrock.com
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