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Royal  London Cash Str ategies  

Market overview 

 Covid-19 cases and deaths surged across the UK, Europe and the US during the quarter, with several new strains emerging, 

prompting widespread national lockdowns. However, a series of successful vaccine trials enabled the initial rollout of 

vaccines in several countries. This lifted market sentiment as it raised the prospects of a return to normality for societies in 

2021. The outlook was further improved when the UK and European Union agreed to a new trade deal shortly before the 

end of the year, avoiding a ‘no deal’ Brexit. The market impact of this was limited, however, since it had been widely 

expected by investors. 

 Credit spreads finished the year below the levels they had been at the start of the year. The simultaneous contraction of 

corporate bond spreads and decline in government bond yields reflects the liquidity-driven nature of the market rally. That 

is to say, rather than being driven by changes in investor risk appetite, the market was predominantly led by an influx of 

investment in bonds. In turn, this reveals the impact of quantitative easing (QE) from central banks. In November, the Bank 

of England (BoE) announced an additional £150bn of UK government bond purchases, above the market expectations for 

£100bn of purchases. This will take the total stock of bonds held by the BoE’s Asset Purchase Facility to £895bn, of which 

just £20bn is projected to be sterling investment grade credit bonds. 

 Cash markets saw little change over the quarter. For 2020 as a whole, overnight rates fell sharply in late March as the extent 

of the crisis became apparent. SONIA, the benchmark overnight rate, started the year at 0.71% and as the Bank of England 

slashed rates and other policy responses were announced, this collapsed briefly to 20bps and then to 7 basis points. Since 

late March, this has moved slightly lower as it became apparent that policy support would remain in place for an extended 

period of time, to end the year at 5bps. 

 The collapse in rates across the longer parts of the money market curve in 2020 may have taken slightly longer, but were no 

less dramatic. Across the LIBOR curve, we saw a distinct pattern, with rates falling in the early part of the year, then a sharp 

spike as the pandemic broke on concerns over the economic impact and potential health of the financial sector, before 

government and central bank support pushed rates sharply lower in April and May, with rates continuing to fall in the 

second half of the year. Three month LIBOR started the year at 80bps but ended it at just 3bps, with 12 month LIBOR 

ending the year at 8bps having started January at 98bps. The collapse in rates reflected significant BoE support, plus the 

move by investors to look for longer-dated exposure in their search for yield. 

Performance and activity 

 Performance for RLAM funds was driven by the nature of the investment objective and the subsequent portfolio mix. We 

always try to avoid holding too much short term liquidity coming into year end as counterparty banks are usually looking to 

reduce short term cash on their balance sheet. This year, with uncertainty over Brexit only accentuating this trend, we have 

been buying CDs with 2021 maturities to avoid this period of volatility, while being mindful of the need to maintain strong 

liquidity in case of client needs. It was important to get this balance right, given that as we entered December, the January 

2021 gilt that would be the ‘overflow’ for any excess short term cash, was yielding an annualised -30bps. Our strategy during 

December meant we did not need to shift any assets into this gilt.   

 Funds with a much greater focus on near-term liquidity such as the Short Term Money Market Fund are invested solely in 

classic money market instruments such as treasury bills and short dated certificates of deposit. Rates for these instruments 

have been at historic lows throughout the quarter, impacting absolute returns. However, returns relative to benchmark have 

remained positive, driven by selected exposure to longer dated paper and adding very selectively to assets beyond those 

classic money market instruments. This is limited, given our focus on security and liquidity, but this targeted exposure 

enabled us to enhance returns while still delivering those core characteristics clients need.  

 For the Short Term Money Market Fund, activity during the quarter remained focused on t-bill auctions and rolling 

maturities of existing paper, extending beyond the December where possible given the tighter liquidity at year end. This 

focus on paper maturing in 2021 led to a slight extension of overall portfolio duration, but this was more driven by this 

technical consideration rather than it being a tactical view on rates. To help manage year end liquidity, we also added short-

dated gilt exposure to help liquidity, while resisting the temptation to add overall credit risk to the fund to maintain yields 

into the year-end squeeze. However, we did look to maintain overall credit exposure where possible. Covered bonds have 

become harder to source in recent months due to a variety of factors, but we were able to pick up very short dated (under 12 

months) notes from the likes of Lloyds, Santander and National Bank of Canada. Spreads on covered bonds have 

shrunk this year, but these still offer around 10bps over SONIA which is attractive for these assets and the dual recourse 

security they offer. Late in the quarter we also added some Toronto Dominion paper, which not only provided the yield 

premium, but also allowed us to reduce overnight deposits as market capacity decreased into year end. 
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 The Cash Plus and Enhanced Cash Plus funds look to provide cash investors with returns over and above those on more 

traditional liquidity funds, by adding targeted exposure to non-money market instruments. Both use covered floating rate 

notes as part of this strategy, while the Enhanced Cash fund also adds limited exposure to very short dated investment grade 

credit and secured bonds such as mortgage backed securities. These all contain limited credit risk, and saw spreads widen in 

the initial panic, but have more than recovered all of this and in many cases, ended the year tighter.  

 For the Cash Plus fund, the strength of covered bonds has added to the positive impact we’ve had from traditional money 

market instruments, where we followed the same approach as that on the Short Term Money Market fund. Covered bonds, 

while highly rated and regulated, do still have credit risk and the additional yield this provides supported performance in the 

fourth quarter.  

 Covered bonds remain a good example of how the initial market reaction was somewhat panicked, and then fundamentals 

reasserted themselves over the rest of the year. Going into the first lockdown, covered spreads were around 60bps over 

SONIA. In the panic-mode sell-off that followed, spreads widened to around 150bps. Our view was always that the dual 

recourse structure of these bonds and the quality of the underlying portfolios, meant that spreads at these levels 

overcompensated investors for the risk, and hence we were happy to maintain our exposure and add to it where possible. 

However, as the year progressed, it became harder to source covered bonds. Many institutions issue these as they provide 

low funding costs, but the Bank of England Term Financing scheme meant that institutions could obtain funding at lower 

rates than they would have to pay on covered issuance. This restriction on supply has coincided with increased demand as 

banks can post covered bonds as collateral. While this demand / supply dynamic was helpful for our existing covered 

exposure, pushing overall spreads to around 20bps, it has made it harder to replace maturing paper. 

 In the Cash Plus fund, there is therefore little credit activity of note during the quarter. As an established presence in the 

covered market, we were able to source a few opportunities to add attractive bonds, including one-year highly rated covered 

bonds from Swedish state-owned bank SBAB and four-year bonds from National Australia Bank. Outside of covered 

bonds, we added senior short-dated floating rate notes from MacQuarie and Banque Federative Du Credit Mutuel at 

attractive spreads. 

 For the Enhanced Cash Fund, performance has been strong across the range of assets held. Our relatively small exposure to 

money market instruments was helpful given the additional yield we locked in against a SONIA rate that fell further, with 

the main driver of returns the strong returns from covered bonds and short-dated credit, where spreads tightened further, 

adding to the additional yield premium these provide. In terms of activity, limited availability in covered bonds meant that 

activity was biased more than normal to short-dated credit. We found some opportunities in short-dated credit, with a bias 

towards senior bank debt, regulated utilities and insurance. In the bank sector, this included 2022 senior bank debt from 

Credit Suisse and Wells Fargo, and a 2023 floating rate note new issue from Nationwide paying 40bps over SONIA. 

Outside of banks, we added included regulated utilities Scottish Power and ENW (Electricity North West) in the 

secondary market at small but attractive spread levels, also adding a new structured issue from Thames Water. Structured 

bonds have always been a key component of the fund and during the quarter we also added a new issue mortgage backed 

security from Sage AR Funding – funding acquisition of affordable housing properties by social housing provider Sage – 

at 120bps over SONIA.  

Outlook 

 Coming into the last months of 2020, sentiment was dominated by the US presidential election, Brexit, and Covid-19. As at 

the start of January, the discussion has moved on. In the US, at the time of writing it does appear that the Democrats have 

taken the Senate, alongside Presidency and House of Representatives. This suggests a more stimulative approach from the 

US, but obviously we will see more over the coming months. On Brexit, the deal finally agreed was rather slim; in our view 

the fact that a deal was agreed was positive, but it is important to remember that this is just the start of a process of 

adjustment: more negotiations will follow but the effects of the exit from the EU were always going to take years to play out, 

irrespective of a deal on 31st December.  

 Covid-19  is still the dominant consideration. The approval of the first vaccines has moved expectations – certainly in the UK, 

the Government is planning to have vaccinated a material part of the population by the end of the first quarter. The third 

lockdown will of course be damaging economically, but we expect markets to look through this to the hoped-for post vaccine 

world.  

 Yields will be driven by policy action and forecasts around a potential economic recovery. If we start to see indications that 

growth will recover as we move towards the second half of the year, then we would expect cash rates to reverse 2020 falls 

and start trending higher. Rising rates is always a headwind for cash funds, but in this instance, the short-term impact this 

might have should be offset by a more attractive medium-term return profile.  
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 We still believe that negative rates are unlikely, but the news on the virus and additional lockdowns and restrictions 

currently in place both in the UK and beyond, mean that these cannot be ruled out. As we pointed out at the end of October, 

the Bank will be cautious in taking this step and would want a degree of confidence that the benefits will outweigh the costs. 

If news deteriorates in the very near term and pushes the Bank towards negative interest rates, this would push returns 

down in very short-term cash markets, but we believe that the structure of our funds and the selective longer cash 

instruments and targeted short-term credit (in Cash Plus and Enhanced Cash funds) would provide some insulation from 

this.  

 However, in the near term, our bias will be to remain close to overnight – reflecting the fact that term rates (eg three month 

LIBOR) are in fact lower than overnight. Given the credit and term risk implicit in those rates, we believe that rates at these 

levels would only be attractive if there were to be further significant and lengthy falls in overnight rates. As mentioned above, 

this cannot be ruled out, but is not our base case. 

 For money market exposure in our funds, we will manage these to achieve what we feel is the best combination of yield and 

liquidity, accepting that the former will be depressed. For exposure outside of these areas, our approach has always placed 

an emphasis on security and credit quality, both in the nature of assets we buy (such as covered bonds) but also in the way 

we assess credit quality, with our preference for bonds with security or covenants that we feel offer a degree of protection to 

investors. A high proportion of the assets in our funds are exempt from bail-in, and we will continue to favour such assets 

given these provide our clients with greater security. This approach mitigated the initial impact of the crisis on our funds, 

and with no immediate end in sight, we believe that this remains the most appropriate way to manage these funds.  
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IMPORTANT INFORMATION 

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 via the Fund Information page on www.rlam.co.uk. 

Past performance is not a reliable indicator of future results. 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.  

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. 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. 

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 0979. 

       

 


