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Sterling credit

Last year we pointed out that,

in our view, the all-in yield on
sterling credit was very attractive.
That remains the case now. Yield
matters; the strong income element
of credit yield is useful for many
investors and can also actas a
cushion against rising bond yields.
That has been the case in 2024,
where underlying UK government
bond (gilt) yields saw a sell-off for
the first few months of the year,
rallied through the summer and
then increased late on due to fears
about increased issuance.
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That higher credit yield (supported by income), as
well as the credit market’s shorter overall duration
and a tightening of credit spreads over the year,
meant that a negative return for gilts in 2024 (at
the time of writing) didn’t mean negative returns
for credit investors.

We can say the same as we head into 2025. While
the yield of the gilt market, as indicated by the
FTSE Gilt All Stocks index - is around 4.5%, the
iBOXX Sterling Non-Gilt index - the measure that
we use as a benchmark for the UK sterling credit
market - is yielding just under 5.5% as we head
towards December. In addition, we aim to achieve
an above-market yield - this has been a key
element in our portfolios over many years and in
our view helps underpin performance: of course,
if yields rise dramatically then this ‘buffer’ can be
overwhelmed, but that is not our core view today.
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The underlying picture

If we pull back from the numbers, we look for
lessons to learn and apply. Like many others, we
underestimated the resilience of the US economy
last year - that resilience and the impact on global
markets meant that sovereign bond returns were
negative as yields rose, but risk assets such as
equities and credit did okay. Does that continue or
reverse course in 20257

The long-term picture for sovereigns is not good
from a fundamental point of view. Budget deficits
are still high and debt sustainability is an issue. In
the short-term, issuance is only going higher, as
governments that promise to cut deficits tend to
lose elections: In the UK, we've seen the incoming
government raise spending - partly funded by tax
increases but also a big jump in gilt issuance. In the
US, Trump has promised tax cuts, so we expect US
treasury issuance to increase substantially.

Governments that
promise to cut deficits
tend to lose elections.
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Key drivers for 2025

Interest rates are always one of the first
considerations for fixed income investors - are
these going up or down? In one sense, both have
advantages and disadvantages: rising rates do
lead to more attractive yields, but create capital
losses and more negatively impact investors with
longer duration; falling interest rates, conversely,
create capital gains for existing exposure, but
mean that each maturing bond is replaced with a
lower yielding one.

Rates expectations have swung violently over

the course of the last 12 months. At the end of
2028, markets were optimistically predicting an
avalanche of rate cuts - and then started 2024

by swinging to maximum pessimism. As we come
towards the end of 2024, markets have just
priced out a number of rate cuts, believing that
higher deficits and government spending are more
inflationary and hence central banks will be more
cautious cutting rates. That feels about right.

However, with those higher inflation expectations,
we'd expect to see less downward movement (or
even further increases) in longer yields than the
falls at the short end - so steeper yield curves.
Short-dated credit has lower credit risk simply
due to the shorter maturity, and steeper curves
would help it outperform. We are not expecting
any major move in UK credit spreads - we are
not forecasting a recession that would push these
wider, but nor do we see a buoyant economy that
helps these tighten materially.
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As we are not looking for major moves in yields or
spreads, our focus remains on exploiting market
efficiencies to enhance yields, supported by
income, to produce better risk-adjusted returns
over the long term. The UK market is undoubtedly
a smaller proportion of global markets than it

was 10 years ago - the popularity of US dollar

and euro credit markets and the multi-currency
funding/borrowing models used by the world’s
largest companies means that demand for sterling
funding is not as great. However, certain sectors
and types of companies will continue to look to
sterling lenders such as the banking and insurance
sectors that remain robust, and will likely dominate
issuance. However, some other areas will also see
robust sterling issuance: utilities are an obvious
example - these need sterling funding and, while
some do not like them, the government cannot
afford to nationalise these. A more pragmatic
regulatory regime and the continued involvement
of sterling credit markets are key elements

in a long-term solution. Social housing

(see the sector focus on the next page)

is another area that we expect to see more
issuance and where funding needs to dovetail

well with long-term investor objectives.
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In fact, the main lesson | take from 2024 and
into 2025 is about the power of diversification
and selection. Even in a benign environment,
bond returns are asymmetric: we have capped
upside but have full exposure to a loss. So

we retain a focus best described by opening
lender position: we may have areas such as
social housing or subordinated financials

that we think are more interesting, but each
bond has to earn its position in any portfolio.
Diversification is the double-check on that - so
that when we get things wrong (and every fund
manager does) we mitigate the impact. These
factors have underpinned our success in this
market over the past 20 years or so, and will
be the basis of our outlook both for next year
and beyond.

The main lesson

I take from 2024
and into 2025 is
about the power
of diversification
and selection.
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Sector focus: social housing
Martin Foden, Head of
Sterling Credit Research

We have been lending to housing
associations for over three decades, a
period that has seen the sector develop
from a bond backwater to become a
material proportion of credit indices.
Whilst the significance of the sector

to credit investors has increased,

so have the financial and societal
challenges. Operating for a long time
under a political ideology that favoured
home ownership over social rent, as
well as austerity over investment, and
seeing heightened scrutiny over asset
conditions post Grenfell, has squeezed
the sector’s balance sheet. Specific
environmental laws bringing forward
additional spending and rising interest
rates have only added to the pressure.
As a consequence, housing associations
are being forced to prioritise balance
sheet recovery and improvement of
existing assets over development of new
affordable housing.
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Whilst 2025 is likely to see a
continuation of these underlying
dynamics, there are reasons to be
positive. A new government, led by a
party that has historically understood
the importance of social housing,
should herald more favourable policies
- including longer-term rent visibility
and additional grant funding. Both of
which will help improve issuers’ balance
sheets whilst increasing resources to
deliver much-needed homes. There are
also early signs that certain housing
associations have managed the
challenges better than others and are
starting to rebuild financial capacity.
More broadly, clear attractions for
bond investors remain, not least the
critical societal impact that funding
the management and delivery of social
housing can deliver.

Building on our long-term experience, we
will continue to support the sector, which
is likely to have a renewed demand for
bond funding in the coming years after a
recent hiatus. However, our awareness
of the increased risks will continue to see
us diverting lending to those associations
that have navigated recent challenges
most effectively and offer an appropriate
return for our clients.
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Important information

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 Royal London Asset Management at the date of publication unless
otherwise indicated, which are subject to change, and is not investment advice.

Bloomberg® is a trademark and service mark of Bloomberg Finance L.P. (collectively with its affiliates,
“Bloomberg”). Barclays® is a trademark and service mark of Barclays Bank Plc (collectively with its affiliates,
“Barclays”), used under license. Bloomberg or Bloomberg’s licensors, including Barclays, own all proprietary
rights in the Bloomberg Barclays Indices. Neither Bloomberg nor Barclays approve or endorse this material
or guarantees the accuracy or completeness of any information herein, or makes any warranty, express or
implied, as to the results to be obtained therefrom and, to the maximum extent allowed by law, neither shall
have any liability or responsibility for injury or damages arising in connection therewith.

©2024 MSCI Inc. All rights reserved. MSCI has no liability to any person for any loss, damage, cost, or
expense suffered as a result of any use of or reliance on any of the information.

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. Royall
London Asset Management’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 2024 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 Airport Center Luxembourg, Level 2,
5 Heienhaff, L1736 Senningerberg, Luxembourg, and registered with the Luxembourg trade and companies
register under number B253257. 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, 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.

For Switzerland: Copies of the Memorandum and Articles of Association,the Prospectus, KlIDs and the
annual and semi-annual reports of the fund may be obtained free of charge from the fund’s representative
in Switzerland, ACOLIN Fund Services AG, Leutschenbachstrasse 50, CH-8050 Zurich. The Paying Agent
in Switzerland is Banque Cantonale Vaudoise, Place StFrancois 14, CH-1003 Lausanne.

Issued in December 2024 within Switzerland and the UK by Royal London Asset Management Limited,
80 Fenchurch Street, London, EC3M 4BY. Authorised and regulated by the Financial Conduct Authority,
firm reference number 141665. A subsidiary of The Royal London Mutual Insurance Society Limited.

AL RLAM PD 0195 Outlook 2025



6 | Royal London Asset Management

Contact us

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 For advisers and wealth For institutional client queries
Management managers institutional@rlam.co.uk

80 Fenchurch Street bdsupport@rlam.co.uk +44 (0)20 7506 6500
London EC3M 4BY +44 (0)20 3272 5950

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

Arnaud Gérard, FundRock Distribution S.A. Airport Center Luxembourg, Level 2, 5 Heienhaff,
L-1736 Senningerberg, Luxembourg +352 691992088 arnuad.gerard@fundrock.com

For further information, please visit www.rlam.com

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