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ASSET MANAGEMENT

Should you be dovish or bullish gilts?

Looking to next year, there are multiple events we need to
consider when trying to predict how markets will react: there is a
lot of supply coming; there is an expectation where the increased
volatility (Figure 1) seen this past year may well continue. Given
this, it is easy to present a case to be positive or negative on gilts.
Government bond markets find themselves at a really interesting
juncture following this summer’s rally.

Craig Inches

Head of Rates & Cash Figure 1: Gilt volatility has been high — over the year and intra-day \

Gilt volatility has been high — over the year and intra-day
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Generally, the Rates team is pretty
downbeat on the UK economy’s prospects
for next year. Our Senior Economist
Melanie Baker feels the outlook is
lacklustre with a technical recession still
assumed in the next 12 months, but a
modest one.

We feelinterest rates have peaked — with
perhaps one more hike to come from

the Bank of England (BoE) but ultimately
if there is one more, or no more, the
difference at this point will be negligible.
We have seen stark rises in rates across
major global economies, and these tighter
lending conditions will eventually curtail
economic growth as they work their way
through the system and lead to downward
economic trends.

What, if any, pain lies
ahead?

While there are likely no more hikes on the
agenda, what will cause problems is the
increasing ‘higher-for-longer’ narrative
that has emerged. Central banks look in no
mood to start lowering rates as inflation

is predicted to remain sticky: we have
always maintained that the difficulty with
the current higher inflation environment is
getting back to central bank targets of 2%,
not necessarily lowering it from its double-
digit highs. Getting from 11%/12% to
4%,/5% was the not difficult task, getting
from 4%,/5% to 2%,/ 3% is where the pain
will be felt. So, will central banks have the
stomach to cause this hardship? Will the
political will be there when jobs losses are
mounting and a recession kicks in?

One thing to keep an eye on: the US Federall
Reserve has a different mandate to the two
major central banks here in Europe —the
European Central Bank (ECB) and BoE.
The Fed has to worry about both growth
and price inflation, while the other two are
tasked with keeping prices under control.
With the BoE and ECB largely following
the path of the Fed so far in this rate-hiking
cycle, we are looking for clues that they
may decide to forge their own way and
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when they feel confident enough to start
cutting rates irrespective of whether the
Fed has or hasn't.

Will the banks wait for a recession before
starting to cut? Or will they feel the recent
trend of no growth is good enough to
start cutting?

Macro factors will continue
to frighten central banks

Historically, central banks set monetary
policy based on forward-looking inflation
rather than being driven by spot inflation
and the most recent economic indicators
as we see today. When and if they return
to looking at forward indicators, cuts
should happen before inflation actually
gets back to target. Bond markets have
priced in cuts, we all know they’re coming,
but the only question that now matters is
when they will happen.

In our view, at the beginning of this hiking
cycle, central banks were behind the
curve, then had to play catch up inan
attempt to rein in rocketing prices, but
now they are looking to gently corral the
economy into a soft landing. This means
the story of any impeding recession will
be central bank-led based on how quickly
their rate increases can work through the
economy. If prices don’t come down, rates
will remain high. But, it is worth pointing
out that bond markets have priced in rate
cuts for 2024 — meaning any potential
recession will need to happen soon.

With five-year gilt yields about 100 basis
points below base rates as we come to the
end of 2023, there is no surer sign that
markets see rate cuts coming in the next
few years —itis just about deciphering
when, and how quickly, they come.

€€ Bond markets
have priced in cuts,
we all know theyre

coming. ”
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How will yields react when
this recession comes?

If this predicted recessionis a deep one,
then yields will fall more than expected, but
anintriguing issue to keep an eye on is the
increased amount of gilt supply coming
our way. Therefore, we expect to see yield
curves steepening.

In a recession, investors seek out quality,
which typically means we see buyers

in the front-end of the curve, and with
rate cuts typically being front-end led,
we expect to see curves steepen. This

is an environment that favours shorter
maturities, making it hard to make a
strong case to be in an all-maturities fund
over a short duration equivalent. We see
arally more focused in the 10-year and
shorter portion of the curve.

‘ ‘ We expect to
see yield curves

steepening. ”

This makes it hard to find the sweet spot
onwhere to invest, but never has the old
adage of ‘cash s king’ rung more true
thaninthe current environment. As a
manager of money market and short term
fixed income portfolios as well as gilts,

we believe that investors are being paid
reasonable rates to take on little risk, and
it could be worthwhile parking assets while
shorter-dated yields remain this high.

The real fun will begin when these yields
begin to fall and investors begin hunting
foryield elsewhere.
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Where will this yield come
from?

We see a lot of volatility ahead, which will
be caused by investors looking to move
assets back out of cash and into other
vehicles in an attempt to maintain the
current yields being offered. There is also
a series of macro factors to consider:
geopolitics in the Middle East, elections
inthe US, a continued heightened focus
on monthly economic indicators, and
increased supply.

As this volatility continues, we feel it has
never been more important to be an active
manager. While it is hard to be certain
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about an end point for gilt yields by the
end of 2024, we do expect those macro
factors and uncertainty around them to
lead to some swings in yields which in turn
provides opportunities to tactically trade
around these events.

We are seeing markets becoming more
and more concerned with fundamentals
again — which is where we feel
comfortable. Growth looks set to remain
lower than long-term trend levels, and
inflation needs to get back to 2%-2.5%, so

yield curves will need to steepen from here.

Therefore, we will look to be overweight
the front end of the curve while holding an
underweight position in the long end.
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€€ We feel it has
never been more
important to be an
active manager. ’ ’




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.

Royal London Asset Management

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.

Outlook 2024

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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