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Sometimes, investing can be quite simple when it is stripped back to
basics. When we look at the outlook for the next 12 months, we can
see the prospects for issuance, the strength of corporate balance
sheets and the potential for central bank action, but in my view, the
starting point for next year is a very attractive ‘all-in’ yield.

Itis very easy to focus more on credit
spreads — after all, this is an essential
premium we want to receive for the credit
risk we take — but while these have not
really moved a great deal over the past
few years, the underlying gilt reference
yield has increased dramatically. It

is helpful to look at this in a historical
context — Figure 1 shows that the yield
on the iBoxx Sterling Non-Gilt index is
back above 6% for the first time since the
global financial crisis in 2008/9.

Market risks

Obviously, a higher headline index yield is
not enough initself: credit risk — which
usually manifests through downgrades
rather than defaults in the investment
grade world —is real. Atan aggregate
level, we still believe that credit spreads
more than compensate for that credit risk,
but events in 2023, notably the collapse

of Credit Suisse, reminded investors that
thisis not just a theoretical risk.
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We are expecting an economic slowdown
in 2024. That may be a mild recession, or
just flat-lining growth. The economy has
been resilient to this point but | think that
most investors expect the monetary policy
tightening of the past two years to start to
show up more in the real economy.

As a backdrop, that would normally be bad
for corporates. But many have used the
past few years sensibly, retiring higher
paying debt, and taking advantage of ultra-
low rates to issue debt at advantageous
levels. That phase has now come to a close,
but the extent of activity in recent years
means that many companies have more
breathing space when it comes to needing
to go back to the market for financing:
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Credit markets remain
resilient

The collapse of Credit Suisse had a clear
impact on the market, with the complete
wipe-out of AT 1 bond holders (while
equity holders achieved some modest
recovery), effectively stopping new AT1
issuance. But as we near the end of
2023, that pause has already come to an
end. Banks issuing in this area are having
to pay a high price to do so, but it was
noteworthy that UBS, which of course
took over Credit Suisse, was able to raise
some $3.5 billion with the issue over-
subscribed by around ten times.

Sterling credit remains a small
component of global investment grade
markets, with US and euro markets
significantly bigger. As a result, it’s
easy to overlook the opportunities in
the sterling market, especially with the
drive to achieve higher global diversity
in portfolios, but ignoring or removing
exposure to this market means that an
investor is missing out on a potentially
attractive source of returns. For
instance, at present our sterling credit
all-maturities strategies typically yield
around 1% more than the iBoxx index —
meaning an all-in yield of around 7%.
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There are always
concerns...

For any fixed income manager, there
are ever-present concerns, most of
which stem from the inherent nature
of fixed income, namely we want to
ensure that the coupons and principal
of the bonds we buy will be paid. And
obviously changes in interest rates and
expectations can lead to volatility in the
current price of those bonds. If we look
at central bank interest rates, we think
that further material increases would
only occur if inflation not only remains
at current levels, but arguably spikes
higher once more. That is not our core
expectation.

On the health of the corporate sector
and its ability to service existing debt, an
economic slowdown obviously impacts
corporate profitability. But as mentioned
earlier, the corporate world has been
pretty sensible in how it has managed
balance sheets following the pandemic.
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...and ways to mitigate them

Investors familiar with our sterling
credit strategies will know that we like to
mitigate risk by favouring diversification
and security, the former because it
reduces the impact of any negative event,
and the latter because we continue to
think that we are over-compensated for
risk when compared with unsecured
debt. In our view, the main attraction of
this approach is that it has historically
been less reliant on the economic cycle,
which always feels a better place to

be when forecasters are on the fence
around growth and recession prospects
in the year ahead.

So to bring this back to our starting point,
although there are some potential pitfalls
out there for sterling credit markets, for
the first time in a decade we can gointo
ayear looking at a headline yield that we
think is attractive and sustainable, and
some supportive underlying factors,
including the fact that interest rates
appear to have peaked and inflation is
falling. For a fixed income investor, that is a
decent starting point for any year.

Sterling Credit Index duration and yield

Figure 1: Sterling credit yields have rebounded significantly
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kPast performance is not a reliable indicator of future results.




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.
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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
orimplicit, 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 offeredin 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 is authorized to provide
investment services in Canada under

the International Adviser Exemption.
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Royal London Asset Management’s
principal place for business is in the
United Kingdom, and it is not registered
as amanager in the provinces of Alberta,
British Columbia, Ontario, and Québec.

Issued in December 2023 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 Royall
London Asset Management Limited,

80 Fenchurch Street, London, EC3M
4BY, 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: BRRLAM PD 0161


https://www.rlam.com/

Contactus

For more information about our
range of products and services,
please contact us. Royal London
Asset Management has partnered
with FundRock Distribution S.A,

who will distribute its 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
Royal London Asset Management, can
no longer passport their business into
the EEA.

Royal London Asset Management
80 Fenchurch Street
London EC3M 4BY

For advisers and wealth managers
bdsupport@rlam.co.uk
+44 (0)20 3272 5950

For institutional client queries
institutional@rlam.co.uk
+44(0)20 7506 6500
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For any queries or questions coming
from EEA potential investors,
please contact:

Arnaud Gérard

FundRock Distribution S.A.

9A rue Gabriel Lippman
Luxembourg-L-5365, Munsbach
+352 691 992088
arnuad.gerarda@fundrock.com

www.rlam.com

We are happy to provide this document
in Braille, large print and audio.
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