
Royal London Diversified Asset-Backed

Securities Fund

Quarterly Investment Report

31 December 2023

For professional clients only, not suitable for retail clients.



Quarterly Report

The fund as at 31 December 2023

The purpose of this report is to provide an update on the Royal London

Diversified Asset-Backed Securities Fund. The report has been produced by

Royal London Asset Management. The report starts with a summary dashboard

showing key information about the fund. A glossary is located at the end of the

report covering the description of some of the more technical terms used within

the report. All data is as at the report date unless otherwise stated.
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The fund
Fund analytics

Fund

Fund launch date 24 September 2012

Base currency GBP

Duration (years) 0.71

Yield to worst (%) 7.42

Number of holdings 277

Number of issuers 188

Fund performance objective and benchmark

The fund's investment objective is to achieve a positive absolute return in all market
conditions over rolling 3-year periods, by predominantly investing in asset-backed securities
and other sterling-denominated corporate bonds.
The fund's performance target is to outperform, before the deduction of charges, the Bank of
England Sterling Overnight Interbank Average (SONIA) plus 2% per annum over rolling 3
year periods.

Benchmark: SONIA (Sterling Overnight Index Average)

Fund value

Total £m

31 December 2023 261.04

Asset allocation

Fund (%)

Conventional credit bonds 85.66%

Securitised 12.44%

Conventional gilts 1.59%

Conventional foreign sovereign 0.22%

Index linked credit bonds 0.09%
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Performance commentary (continued)

Performance and activity

PA

Performance

Fund

(%)

Benchmark

(%)

Relative

(%)

Quarter 4.11 1.28 2.83

1 Year 10.57 4.61 5.97

3 Years (p.a.) 5.48 2.00 3.48

5 Years (p.a.) 4.77 1.39 3.38

10 Years (p.a.) 3.65 0.96 2.68

Since inception (p.a.) 4.06 0.91 3.14

Past performance is not a guide to future performance. Please refer to the Glossary for the basis of
calculation and impact of fees. Performance and since inception date based on RL Diversified
Asset-Backed Securities Fund (Z Acc). Source: Royal London Asset Management; Gross
performance; Since inception date of the shareclass is 24 September 2012.

Performance commentary

The fund recorded a strong performance in the fourth quarter and was well ahead of its Sterling
Overnight Index Average Rate (SONIA) benchmark. It was a similar story for 2023, with the
fund recording a double-digit return, more than double its benchmark.

The main driver of positive performance was the strength of corporate bonds, with spreads on
an all-maturity credit index reducing by approximately 8bps over the quarter and 46bps over

the year, respectively. Strength in bond prices was particularly prominent in longer dated
insurance bonds, including M&G and Legal & General, which performed strongly.

Whilst the fund’s significant allocation to secured bonds helped to drive the positive return, our
holding in Thames Water was a detractor from performance over the quarter. We maintained
exposure to Thames Water as part of a diversified portfolio, based on the attractiveness of the
overall blended yield across holdings in operating company and holding company debt. Whilst
structurally junior holding company debt underperformed and was downgraded, our larger
exposure to the operating company debt was beneficial for performance over the quarter. We

continue to believe that the sector remains attractively valued – with spreads in the sector
overcompensating when compared to other regulated infrastructure assets, such as UK
electricity distribution.
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Fund activity (continued)

Performance and activity

PA

Fund activity

We are selective in our exposure to utilities – often feeling that we can find better value
elsewhere. However, the sector’s regulated nature is attractive, and its more long-dated
maturity profile means that it sits well with our philosophy of being long-term lenders. Southern
Water is a regulated utility, and we bought a new issue of senior operating company bonds
during the quarter. We felt these were attractively priced – the company trades wider than the

sector, but in our view is addressing historic challenges and is beginning to demonstrate
improving performance, including a reduced leverage, which should lead to better relative
outcomes in the future.

Social housing remains a key area for our sterling credit strategies and we have been lenders
to the sector for a number of decades. During the quarter, a new issue of 2041 bonds came to
the market from Places for People. The company owns and manages 240,000 properties
across the UK and the bonds came at an attractive spread premium to the market. We also
added Saltaire Finance; the bonds were issued under the Affordable Homes Guarantee

Scheme and will be used to fund the development of more than 1,500 homes across the North
East, the East Midlands and the East of England. The bonds came to market at a spread of
55bps over gilts, which whilst tight to other social housing issuers, is very attractive given the
irrevocable guarantee from the UK government.

In the secondary market, we were able to add more attractively priced and structured secured
bonds. We purchased a CMBS from Canary Wharf, which benefits from a senior secured claim
on the company’s core assets, and Meadowhall Finance, secured on the Sheffield shopping
centre. Both of these bonds have low loan-to-value ratios, further underpinning the security of

our lending. We increased exposure to a favoured bond, Telereal Securitisation - a key
infrastructure asset for the UK, leasing telephone exchanges to BT.

The fund also looked to enact switches, moving out of Workspace Group, which had performed
well, into Blackstone Property Partners Europe, moving into a higher quality business where
bond pricing had lagged.
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Fund breakdown
Maturity profile
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AA

Fund breakdown
Sector breakdown
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Market commentary

MC

Market overview

Economic attention over the quarter has been on inflation. At the start of the quarter investors
focussed on the persistence of large price increases and central bank messaging on rates being

held higher for longer. Yet, as headline inflation fell, sentiment swung dramatically towards the
end of the quarter, pushing markets to price in interest rate cuts in 2024. The Federal Reserve
(Fed), European Central Bank (ECB) and Bank of England (BoE) all left rates unchanged over
the quarter, maintaining official rates at multi-year highs. The Fed has now held rates unchanged
at its last three meetings. There has however been a significant shift in messaging, with the US
central bank now indicating that it expects to cut rates by 0.75% in 2024. The ECB has similarly
kept rates steady at its two most recent meetings, but central bankers in the eurozone said that
no rate cuts have yet been discussed.

In tune with the other major central banks, and potentially marking the high point in the UK

interest rate cycle, the Bank of England left interest rates unchanged over the period. The
Monetary Policy Committee continued to be split – at the December meeting three of the nine
members were still voting for a rate hike. UK inflation has fallen significantly, with the annual
inflation rate falling to 3.9% in November. This is the lowest rate of increase in over two years.
However, this remains well above the BoE 2% target, with core and wage inflation significantly
higher than the headline rate.

Global government bond yields started the quarter continuing the rising trend that started in mid-
2020. This reflected market views that rising inflation would necessitate even higher interest

rates and the mantra of higher for longer. Yet, with inflation starting to come down, expectations
of rate cuts in 2024 contributed to significant falls in bond yields fell in November and December.
The fall in yields was such that yields along the length of the curve ended the quarter lower than
they started, and closed 2023 at roughly the same levels as they started. UK government bonds
produced strong returns due to falling yields, delivering an 8.1% return (FTSE Actuaries) over
the fourth quarter with the benchmark 10-year gilt yield falling from 4.44% to 3.54%.

The sterling investment grade credit market (iBoxx non-gilt index) returned 7.35% over the
quarter, helped by lower government bond yields and tighter credit spreads. This was lower than

the return from gilts due to the shorter duration of the credit market index. The average sterling
investment grade credit spread (the average extra yield available from non-gilt bonds compared
with government debt of equal maturity) tightened from 1.38% to 1.15% (iBoxx). Given the fall in
yields, sectors with a greater proportion of long-dated bonds performed well, including utilities
and social housing. Supranationals was the worst performing sector, while in financials, banks
lagged slightly but insurance bonds modestly outperformed the market.

Issuance was relatively low in the fourth quarter, reflecting usual seasonal patterns. For the year
as a whole, sterling issuance was £63.9 billion, or £28 billion in net terms, compared with £51.5
billion and -£2.7 billion respectively in 2022.

Outlook

Inflation has come down significantly in 2023 but remains well above the Bank of England’s
target, and now does not have the ‘easy’ wins of base effects to push this lower. In our view,
wage inflation is the key metric to watch: we believe that the Bank will find it hard to start cutting
rates if wages continue to rise at 5-6% per annum. Although the economic data remain very
mixed, we still believe that higher interest rates will contribute to a slowdown in the UK. This
could well impact company earnings and lead to some increase in pressure on credit markets.
However, consumer resilience has been greater than expected in both the UK and globally,
which has helped support growth and prevent a recession. How this continues into 2024 could

prove critical.

As we came into November 2023, we felt that the all-in yield on sterling investment grade credit
was looking very attractive, having risen significantly since the start of the year. The falls in gilt
yields since then have largely reversed those rises. Our sterling credit strategy focuses on three
sources of return: gilt yields, market credit spreads, and the additional credit spread we generate
over credit benchmarks. Whilst ten-year gilt yields of 3.5% are not as attractive as the 4.5% seen
in October, we feel that the excess yield available on investment grade credit overcompensates
for default risk. Further, the additional yield embedded in our credit strategies, over that available

from credit benchmarks, gives us confidence in our ability to deliver long-term outperformance.

We expect supply to weigh on credit markets in the first quarter but believe that underlying
fundamentals will limit spread widening. Our emphasis remains on building diversified portfolios,
with a high relative exposure to asset backed and strongly covenanted bonds offering attractive
yields. This strategy underpins the excess yield of the portfolio relative to its benchmark.

Although recent outperformance means that the relative attractiveness of sterling credit bonds
has reduced, we still favour holding them compared to UK government debt as credit spreads
remain at levels that more than compensate for the credit risk. Given the potential challenges in

the outlook, we remain focused on identifying companies with strong balance sheets, favouring
issues with security and downside protection, and ensuring that portfolios are diversified across
issuers and sectors.
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Further Information

FI

Please click on the links below for further information:
www.rlam.co.uk/institutional-investors/responsible-investment/responsible-investment-at-rlam/stewardship-and-responsible-investment-re p o r t / www.rlam.com/globalassets/media/literature/emails/royal-london-sterling-credit-esg-analysis.pd f / www.rlam.com/globalassets/media/literature/reports/2023/tcfd-rlam-climate-report-2022.pdf

0 0 0

Find out more

Royal London Asset Management's Outlook 2024 document and podcasts are both
available on our website. In this year’s Outlook document, our fund managers assess
the challenges and opportunities in their respective asset classes for 2024. With an
environment of falling inflation and modest recession, the benefits or risk for equities or
credit is not so clear cut and knowing your companies is key. We analyse the areas of
concern and potential growth within this environment.

In our Outlook 2024 podcast, Piers Hillier, CIO, looks ahead to 2024 and discusses the
issues he believes will be prominent over the next 12 months, and where the key
investment risks and opportunities may lie.

Articles, videos and webinars explaining our investment thinking can be found in the
Our Views section of www.rlam.com, including regular updates from our Fixed Income,
Global Equity, Sustainable and Multi Asset teams.
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Disclaimers

Royal London Asset Management - Royal London Diversified Asset-Backed Securities Fund - 31 Dec 2023 - Report ID: 161271

D

Important information

For professional clients only, not suitable for retail clients.

This is a financial promotion and is not investment advice.

Telephone calls may be recorded. For further information
please see the Privacy Policy at www.rlam.com.

Issued in January 2024 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.

The Fund is a sub-fund of Royal London Bond Funds
ICVC, an open-ended investment company with variable
capital with segregated liability between sub-funds,
incorporated in England and Wales under registered
number IC000797.

The Authorised Corporate Director (ACD) is Royal London
Unit Trust Managers Limited, authorised and regulated by
the Financial Conduct Authority, with firm reference
number 144037.

For more information on the fund or the risks of investing,
please refer to the Prospectus or Key Investor Information
Document (KIID), available via the relevant Fund
Information page on www.rlam.com.

The "SONIA" mark is used under licence from the Bank of
England (the benchmark administrator of SONIA), and the
use of such mark does not imply or express any approval
or endorsement by the Bank of England. "Bank of
England" and "SONIA" are registered trademarks of the
Bank of England.
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Risks and Warnings

The value of investments and any income from them may
go down as well as up and is not guaranteed. Investors
may not get back the amount invested.

Investment Risk

Should the issuer of a fixed income security become
unable to make income or capital payments, or their rating
is downgraded, the value of that investment will fall. Fixed
income securities that have a lower credit rating can pay a
higher level of income and have an increased risk of
default.

Credit Risk

The Fund may engage in EPM techniques including
holdings of derivative instruments. Whilst intended to
reduce risk, the use of these instruments may expose the
Fund to increased price volatility.

EPM Techniques

Changes in currency exchange rates may affect the value
of your investment.

Exchange Rate Risk

Fixed interest securities are particularly affected by trends
in interest rates and inflation. If interest rates go up, the
value of capital may fall, and vice versa. Inflation will also
decrease the real value of capital. Unlike the income from
a single fixed interest security, the level of income (yield)
from a fund is not fixed and may go up and down. Bond
yields (and as a consequence bond prices) are
determined by market perception as to the appropriate
level of yields given the economic background.

Interest Rate Risk

In difficult market conditions the value of certain fund
investments may be difficult to value and harder to sell, or
sell at a fair price, resulting in unpredictable falls in the
value of your holding.

Liquidity Risk

The insolvency of any institutions providing services such
as safekeeping of assets or acting as counterparty to
derivatives or other instruments, may expose the Fund to
financial loss.

Counterparty Risk

The Fund can invest more than 35% of net assets in
different Transferable Securities and Money Market
Instruments issued or guaranteed by any EEA State, its
local authorities, a third country or public international
bodies of which one or more EEA States are members.

Government and Public Securities Risk

The Fund employs leverage with the aim of increasing the
Fund's returns or yield, however it also increases costs
and its risk to capital. In adverse market conditions the
Fund's losses can be magnified significantly.

Leverage Risk
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Performance to 31 December 2023

Cumulative (%)

3 Month 6 Month 1 Year 3 Years 5 Years

Fund (gross) 4.11 6.08 10.57 17.36 26.24

Fund (net) 4.00 5.86 10.10 15.87 23.29

Annualised (%)

3 Years

(p.a.)

5 Years

(p.a.)

5.48 4.77

5.03 4.27

Year on year performance (%)

31/12/2022 -

31/12/2023

31/12/2021 -

31/12/2022

31/12/2020 -

31/12/2021

31/12/2019 -

31/12/2020

31/12/2018 -

31/12/2019

Fund (gross) 10.57 0.05 6.08 1.99 5.47

Fund (net) 10.10 (0.37) 5.63 1.43 4.91

Past performance is not a guide to future performance. The impact of fees or other charges
including tax, where applicable, can be material on the performance of your investment.

Source: RLAM as at 31 December 2023. All figures are mid-price to mid-price in GBP for the RL
Diversified Asset-Backed Securities Fund (Z Acc).
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Glossary

G

Breakdown of the assets by asset classes. Based on RLAM
asset classification scheme.

Asset allocation

Credit ratings are based on RLAM composite ratings which
uses a hierarchy of S&P, Moody's and then the Fitch rating.

Credit ratings

Measure of sensitivity of a Fixed Income instrument to
changes in interest rates, indicating the potential impact of
interest rate fluctuations on the value of the investment.

Duration

All figures exclude cash. Credit bonds include non-sterling
bonds and CDs where held within the fund or benchmark.

This is applicable to the following sections: fund Asset
Allocation, Duration, Yield curve, Sector breakdown,
Financial holdings, Credit ratings.

Fund Analytics

Total value of the fund as of the last business day of the
calendar month. The fund value is as at close of business
and on a mid-price basis.

Fund value

Total number of unique holdings of the Fund excluding
cash, currency and derivatives.

Number of holdings

Number of unique issuers of all assets held by the Fund,
excluding cash, currency and derivatives.

Number of issuers

Performance is calculated using the daily end of day NAV
per share produced by HSBC based on the mid price.

Performance

Breakdown of the fixed income assets, excluding derivatives
and cash by RLAM's internal industry sector classification
scheme. Figures are subject to rounding.

Sector breakdown

Yield to worst is a measure of the lowest possible yield that
can be received on a bond that fully operates within the
terms of its contract without defaulting.

Yield to worst

13


	The fund
	Performance and activity
	Fund breakdown
	Market commentary
	Further information
	Disclaimers
	Risks and Warnings

	Performance net and gross
	Glossary

