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Overview 

• The macroeconomic backdrop was little changed in the fourth quarter: the outlook for growth remained poor, while 

inflation and its impact remained a key concern for policymakers, investors and consumers alike.  

• Central banks responded to the continued strength of inflation in the fourth quarter by further tightening monetary policy 

and reiterating that they will do whatever it takes to suppress rising prices. The US Federal Reserve (Fed), European 

Central Bank (ECB) and Bank of England (BoE) each raised rates by 1.25% in aggregate over the period. Since March, 

the Fed has raised rates seven times by 4.25% in total – its 0.75% increases in June, July, September and November 

were the biggest single increases for nearly 30 years. Investors expect further hikes in 2023 as the services sector of 

the US economy has remained notably strong.  

• The ECB was slower to react, partly due to a more fragmented backdrop with a gap between Germany and ‘peripheral’ 

economies. However, it ended its bond buying programme in July and increased rates by 0.75% (its first hike for 11 

years and a bigger increase than the 0.50% expected by economists). Further increases followed in September, October 

and December with a clear commitment to raise rates further in 2023. The BoE increased rates to 3.5% over the quarter, 

taking its tally to eight increases in 2022 and nine so far in this cycle. 

• The UK economy continued to be impacted by the ill-fated experiment with Liz Truss and Kwasi Kwarteng as Prime 

Minister and Chancellor, respectively. Following the ‘mini-Budget’ on 23 September, after comments in support of 

sterling, the BoE was forced to intervene in the gilt market in the last week of the third quarter as problems with levels 

of collateral in the ‘liquidity-driven investing’ (LDI) part of the pensions industry pushed down the prices of long-dated 

gilts. Although this calmed financial markets temporarily, the volatility continued for several weeks until Mr Kwarteng 

was sacked on 14 October and replaced by Jeremy Hunt, and Rishi Sunak took over as Prime Minister on 25 October. 

The policies adopted by Mr Hunt and further detailed in the Autumn Statement in mid-November served to stabilise 

sterling and reduce the yield premium demanded by investors in UK government bonds. 

Government bonds and Credit 

• UK bond markets continued to be impacted by Kwasi Kwarteng’s ill-fated ‘mini-Budget’ with the BoE forced to intervene 

in the gilt market. Although this calmed financial markets temporarily, the volatility continued for several weeks, only 

moderating when new policies were set out by new Chancellor Jeremy Hunt and then confirmed in the Autumn 

Statement in mid-November.  

• As a result, the UK gilt market was the strongest major government bond market over the quarter, delivering a return of 

+1.7% as the benchmark 10-year gilt yield fell by 42 basis points (bps) from 4.09% to 3.61%. Shorter-dated gilts 

performed best; gilts with five years to maturity or less provided positive returns of 2.7%, whereas the 15 years or more 

to maturity segment returned -1.9%. Otherwise, most other significant markets delivered negative returns over the 

period as yields rose (prices move inversely to yields): the 10-year US treasury yield rose by 5bps to 3.87%; and the 

10-year German bund yield rose by 46bps to 2.57%.  

• The sterling investment grade credit market returned 5.74% over the quarter, boosted by the fall in gilt yields and the 

significant tightening of the average sterling investment grade credit spread (the average extra yield available from non-

gilt bonds compared with government debt of equal maturity) from 1.99% to 1.61% (iBoxx). The third-quarter 

outperformance of defensive sectors reversed sharply with the supranational and covered bond sectors 

underperforming, while the subordinated bank and insurance sub-sectors delivered particularly strong relative 

performance. Credit quality had a strong impact on relative returns in the period – bonds in the BBB and A ratings band 

outperformed their investment grade peers, with even the sterling high yield market lagging behind BBB rated bonds. 

• Primary credit market activity recovered in the fourth quarter. Despite minimal activity in December, sterling issuance 

was £11.5bn over the quarter, primarily from the financial sectors. For the year as a whole, however, the total sterling 

issuance of £50.9bn was below the £62.5bn and £57.0bn for 2021 and 2020, respectively. Similar patterns were also 

seen in the euro investment grade market.  

• Finally, the BoE was active in selling bonds that it had acquired to stabilise markets in the last three years. Despite 

delays following the ‘mini-Budget’, the BoE also made good progress in reducing its holding of corporate bonds that 
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were bought in the aftermath of the initial impact of Covid-19. Although some commentators were concerned about this 

overhang, as we expected the BoE has so far been able to do this without a discernible impact on spreads. 

Equities, commodities and FX 

• Despite these interest rate rises, the fourth quarter saw equities regaining some of the territory lost earlier in the year 

as investors started to anticipate falls in inflation and the peak of the interest rate cycle early in 2023. In local currency 

terms (i.e., without the considerable impact of US dollar weakness over the quarter), nearly all major stock markets 

rose. For the fourth quarter, the FTSE-All Share, MSCI World and MSCI All Countries World Index (ACWI – which also 

includes 26 emerging markets) returned +8.9%, +2.0% and +2.0% to sterling investors, respectively. Regional returns 

were dispersed: according to MSCI regional data in sterling terms, the strongest markets were Europe ex-UK and the 

UK, which returned +11.6% and +8.6%, respectively, while the Far East ex-Japan and Japan returned +5.3% and 

+5.1%, respectively. Emerging markets returned +1.9%, while the US delivered the only negative return at -0.6%. 

• Within equity markets, the significant inflation-related rotation out of ‘growth’ and into ‘value’ that dominated the first half 

of 2022 was again evident with a swing of 9.4%. The MSCI World Growth Index returned -2.8% versus +6.7% for the 

MSCI World Value Index. Sector returns in sterling were widely dispersed for the MSCI World: despite weakness in oil 

prices, energy was again the strongest sector, returning +11.2%, while industrials and materials returned +9.5% and 

+8.9%, respectively. Conversely, consumer discretionary, communication services, technology and real estate all 

delivered negative returns of -9.3%, -6.7%, -2.4% and 1.80%, respectively. 

• After weakness in the third quarter, the price of Brent crude oil fell by another 4.0%, to below $86 a barrel – this is below 

the price level at the time of the Russian invasion of Ukraine in late February. Meanwhile, natural gas prices fell over 

50% in the quarter as the weather in Europe remained relatively warm. Meanwhile, copper futures recovered to rise by 

3.5% in dollar terms despite the evident slowdown in China. 

• Currency movements had a notable impact in the quarter, following the volatility in the first three quarters of the year. 

The Fed’s apparently softer approach to raising interest rates pushed the dollar sharply lower and it was the weakest 

major currency: it depreciated by nearly 10% against the yen and euro, and by over 7% against sterling. On a 

translational basis, sterling’s recent strength against the dollar impacts sterling investors in overseas assets as it lowers 

the returns over the quarter. However, the weaker dollar will benefit any emerging markets countries and companies 

that have borrowed in dollars.  

Cash markets 

• UK money markets saw mixed moves on yields, with short rates moving higher with BoE moves, while longer tenors 

generally moved less due to expectations around where the BoE may peak in this rate cycle, while longer maturity yields 

fell in line with the gilt market. SONIA started the quarter at 2.19% and ending at 3.43%, while ICE Term SONIA three-

month rates rose from 3.23% to 3.75%. Two-year gilts, often seen as a proxy for market expectations of BoE rates, 

dipped from 3.92% to 3.56%. Reverse repo rates also increased over the quarter, ending at around 3.30% for high 

quality names, although this was slightly constrained late in the quarter as year-end approached.  

• Despite recent inflation data, signs of increasing wage pressures and union unrest, particularly in the public sector, we 

expect inflation to peak in the coming months. This is driven by our view that energy prices will moderate and that 

weaker GDP growth will reduce the tightness of the labour market. Nonetheless, it is likely that UK interest rates will 

rise further during the early part of 2023 as the BoE continues to focus on bringing inflation under control. 

• Although the economic data remain very mixed, we believe that higher rates will lead to a recession in the UK, impacting 

company earnings and leading to some increase in credit rating downgrades and default rates. Nevertheless, it is our 

view that an asset allocation in favour of sterling credit bonds is appropriate as the widening in credit spreads this year 

has taken valuations to attractive levels, on both a relative basis compared to government bonds and in absolute terms. 

We consider that credit spreads discount a significant portion of bad news and that investors are being paid well to take 

credit over government bond risk. Against this background, we will maintain our focus on identifying companies with 

strong balance sheets, favouring issues with security and downside protection, and ensuring that portfolios are 

diversified across issuers and sectors.  



 

 

 

   

        

        

  

4 
 

 

Quarterly Report 31 December 2022 
 

 

 
 

        

• The ‘all-in yield’ on sterling investment grade credit (government yield plus credit spread) remains attractive, particularly 

if inflation starts to fall as we expect. Our recent preference for short-dated credit bonds is gradually easing as we begin 

to take on more duration risk. Our strategies generally have a significant targeted exposure to BBB rated bonds, but we 

believe that compensation for default risk remains most attractive in this rating band.  

Outlook – global equities 

• Consumers are facing a significant cost of living squeeze, as inflation is currently at its highest level for decades. 

Likewise, companies are battling to defend margins, as their own input costs increase significantly. We believe our 

approach of investing in a broad range of companies who are in control of their own fates, irrespective of market 

conditions is the right one. As well as looking for durable businesses, a willingness to look through short-term extremes 

of sentiment and buy stocks when they are out of favour, or take profits when sentiment becomes exuberant should 

drive longer-term performance.  

• There is considerable uncertainty about the outlook for 2023. The Fed has continued to raise interest rates and many 

investors fear that this could tip the US into a hard-landing recession, although the hard data remain mixed at this stage. 

The picture is only marginally different in the UK and Europe, with energy prices remaining high in absolute terms and 

geopolitical events continuing to affect sentiment. Meanwhile, China is experiencing a slowdown in growth with particular 

problems in its over-invested property sector and an ongoing drag on growth from Covid-19. 

• Nonetheless, the near-term outlook improved over the fourth quarter from an economic perspective with signs that 

inflation is close to its peak, yet without a collapse in economic activity. Investors have scrutinised every comment from 

the Fed to try to anticipate the pivot away from higher interest rates. To an extent, however, the rate of economic 

slowdown or recession is somewhat irrelevant as these have already been discounted by asset prices. Of more 

importance is whether inflation continues to fall back towards the Fed’s and BoE’s targets of 2.0%, or whether it sticks 

at around 4-5% (which might lead to further increases in interest rates). In addition, the relative valuation of equities 

compared to bonds looks ‘wrong’, and it will be interesting to see how this is resolved over the coming months. 

Find out more 

• Our 2023 Outlook is available here, and includes an overview from RLAM Chief Investment Officer Piers Hillier and 

articles from some of our leading fund managers on the risks and opportunities in their asset classes for the new year. 

Articles, videos and webinars explaining our latest investment thinking can be found in the Our Views section of 

www.rlam.com, including regular JP’s Journal blogs from Head of Fixed Income Jonathan Platt. 

  

https://www.rlam.com/globalassets/media/literature/brochures/2022/rlam-outlook-2023.pdf
http://www.rlam.com/
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