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Welcome
Welcome to the latest edition of Leading Edge. It has been an eventful six 
months since we produced our last e-zine.

The European Central Bank announced ongoing stimulus measures, while 
the immigration crisis in Europe threw the continent into turmoil, concerns 
over China’s economic data continued and the UK government announced 
the upcoming date for the EU referendum. Meanwhile Volkswagen shocked 
the world with an emissions scandal - before almost 200 countries signed up 
to a global climate change pact, and the US finally raised interest rates, ending 
months of feverish speculation.

Significant developments were also evident in the financial services sector. Few, for 
instance, would have predicted this time last year that there would be leadership 
changes at the Financial Conduct Authority (FCA), Prudential Regulation 
Authority (PRA) and Investment Association (IA). Chancellor, George Osborne, 
in his March budget announced the introduction of a new Lifetime ISA, as a tax 
efficient savings vehicle with ‘bonus’ contributions from the government. 

Change, then, has defined the recent landscape – and Royal London Asset 
Management (RLAM) is changing too. In March we launched six Global Multi 
Asset Portfolios (GMAPs) under the stewardship of Trevor Greetham, our Head 
of Multi Asset. The Funds, which leverage our market-leading active and passive 
strategies, aim to maximise real returns for a range of risk appetites.  

We have also made significant investments in a number of other key areas to 
ensure we can better serve our clients both now and in the future. Investment in 
people has been central to this, and many talented professionals have joined us 
in fund management, distribution and operational and risk management roles. 
While we continue to bolster our resources, we are however, clear that growth 
will never compromise our values and client-centric approach. As a customer-
owned organisation, clients are absolutely fundamental to our culture, and that 
focus informs this e-zine. 

In this edition, we pick up on some of the key themes discussed at our recent 
annual investment conference; from boosting bond income in a low yield 
environment to circumventing the dividend cuts currently threatening UK 
income portfolios. We aim to provide some insight as investors seek to steer a 
course through this challenging environment.

I hope you enjoy the issue.

Rob Williams 
Head of Distribution

Get in touch
We welcome your thoughts on the e-zine 
and our communications with you in 
general, so please do give us your feedback 
by emailing: leadingedge@rlam.co.uk

Tel:  020 7506 6678 
Fax:  020 7506 6796 
Web:  www.rlam.co.uk

mailto:communications%40rlam.co.uk?subject=
http://www.rlam.co.uk
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2016 Investment 
Conference Panel 
Session

PH: “Mike, 43% of our audience say 
equities will be their favoured asset 
class this year. Do you have any strong 
view on equities at the moment?”
MF: “With equities it depends on whether 
you have a UK or global perspective. Brexit 
and commodities are the big issues at the 
moment in terms of the UK. But there are 
some really interesting equity markets globally 
– the US, for example, has been very resilient, 
and if anything it is improving at the moment. 
We are still seeing plenty of opportunity in 
equity markets.”

PH: “Property was the best performing 
asset class last year but it is now bottom 
of our audience’s list, what are your 
thoughts on this and do you think there 
are still opportunities?”
SE: “Property has seen strong returns in the 
last three years into double digits. It’s not 
realistic to expect that to continue. Property 
at the moment is really all about income, 
particularly funnel income and going back to 
the long-run return.”

PH:  “Looking at fixed income, the 
audience expects high yield to be the 
star turn this year. What are your 
thoughts on that?”
JP: “People who know me will expect me 
to say that I think you get paid for taking 
risk in credit over the longer term. I agree 
with the audience analysis. High yield bonds 

selectively offer good long-term value, I 
think investment grade credit spreads are 
also attractive in a long run context, likewise 
an absolute return approach to bonds, and 
I agree government bonds are the least 
attractive of all areas. The results reflect 
accurately where my views have been.”

PH:  “Trevor, in terms of where RLAM 
is positioned in the Global Multi Asset 
Portfolios (GMAPs) at the moment, do 
the views of our audience resonate?”
TG:  “Yes they do. From a multi asset point 
of view, when I feel market conditions are 
appropriate I tend to fund equity purchases 
out of gilts so if you’re in an environment 
where corporate risk is worth taking, it only 
makes sense to fund that by underweighting 
government bonds rather than corporate risk. 
Corporate bonds are obviously less liquid so 
the portfolios we’re managing are underweight 
gilts and overweight equities and we have a 
generally constructive view of credit.” 

PH: “Let’s talk about the biggest 
potential threat to investors during 
the rest of the year. Trevor, how do you 
think we are alleviating our investors’ 
concerns?”
TG: “If we would have had a vote on the 
big asset classes two or three months ago, I 
think most people in the room would have 
chosen commodities as the biggest threat. 
Then, the logic would have been that there 
was this downward spiral of commodity 

prices that’s destabilising some nations and 
large conglomerate resource companies; now 
no-one in the room is worried about oil prices. 
But the oil price is very linked in to China 
and with growth slowing down within a 
wider strong dollar environment, you have the 
perfect storm for commodity prices. 

If you ask me on a different time horizon, 
say a five-year view, I would probably have 
Chinese destabilisation as the biggest threat. 
I just think there has been so much stimulus 
thrown into the Chinese economy that we are 
starting to see a recovery that will probably 
persist for a while. So I wouldn’t have chosen 
that in the short term. But we’ve now had 
two of these rollercoaster downward moves 
triggered by China, the summer is coming 
and markets tend to move backwards a bit and 
maybe we’ll see an echo of those fears around 
China - but I would be a buyer of that dip.”

PH: “Jonathan, moving on, what are 
your views on negative interest rates 
and US interest rates?”
JP: “Negative interest rates are an interesting 
theoretical subject but they also have practical 
issues. Getting consumers and businesses used 
to negative rates is difficult and can lead to 
misallocation of resources in a global sense. 

“I think the actual economic impact of it 
is pretty limited, and it’s an area of policy 
direction that hasn’t been helpful and won’t 
be going forward. In terms of interest rates, 

At RLAM’s recent Investment Conference, we surveyed our attendees on some current 
market themes from Brexit risk to favoured asset classes. A panel of our investment 
specialists discussed their responses, commenting on their respective areas of expertise. 

Panellists: Piers Hillier, Trevor Greetham, Jonathan Platt, Mike Fox and Stephen Elliott
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our view is actually quite different from the 
consensus. If you look at what the markets 
are pricing in, the UK base rate won’t move 
for 3-3.5 years. Our view is that it’s a lot 
more imminent than that. We’ve gotten used 
to a low inflation environment. Inflation is 
off the radar as a risk factor for many people. 
It only takes commodities to not go down 
before those base effects cut in. I would 
say we need to be less complacent about 
inflation.” 

PH: “It wouldn’t be a UK conference 
without mentioning Brexit. Stephen, 
some of the concerns over Brexit have 
been around international investors 
stepping back from the UK due to 
Brexit fears, what are your thoughts?
SE: “People have been pausing off the back 
of the strong returns we have seen in the 
last two years and Brexit has come along at 
the same time, so I think it will just enhance 
that pause further. It’s interesting in terms 
of central London, but we are still seeing 
investors coming into the market because the 
long-term nature of property means people 
want to buy good bricks and mortar assets 
with an income return.

“In terms of the occupational markets, it was 
always going to be the case that, if it was a 
close vote, they would be affected later down 
the line, considering how many European 
HQs are in London. But, fundamentally, 
from a property point of view it will be 

business as usual once we are over the vote, 
and there will be continued flows into the 
market.”

PH: “Jonathan, what are your thoughts 
on a Brexit vote in terms of fixed 
income?”
JP: “There is a polarisation of views here. You 
could see a sharp contraction as consumers 
and businesses contract and the Bank 
of England could decide to reintroduce 
quantitative easing to stabilise financial 
markets. There is the possibility of an interest 
rate cut. Against that, if sterling depreciated 
significantly against the dollar at the same 
time as we saw a rise in commodity prices, it 
would feed through quickly into UK inflation. 
I think we would see a steepening of the yield 
curve, initially there could be a widening of 
credit spreads for sterling assets – although 
that would be temporary – but the I think 
the bigger picture is that it’s not politicians 
who decide where financial markets go, it 
is individuals and companies - and the UK 
economy is resilient.”

PH: “Mike, what is your view on equities 
in terms of Brexit?”
MF: “Global investors are relatively 
disinterested in Brexit. In a global context 
the UK is relatively small so the potential for 
it to have a material impact isn’t that great. 
When you come into the UK market there are 
definitely two sides to it. The FTSE 100 is a 
very global market. Depreciation of the UK 

currency in the event of Brexit would therefore 
be great news for UK companies that are 
big dollar and euro earners - the profitability 
of UK plc as a whole could increase quite 
significantly. It gets more complicated if Brexit 
had a negative impact on the UK economy, 
more specifically - in mid-cap sectors like 
homebuilders and general retail, there would 
be a bigger impact.”

PH: “Finally, are gilts an accident 
waiting to happen?”
JP: “When looking at the return gilts have 
achieved in last 20 years, which is over 
4% real per year for a supposedly risk-free 
asset, it indicates a level that is certainly not 
sustainable. I think we’ve seen the golden era 
of government bonds - all financial assets 
will return significantly less over the coming 
years in fact. Government bonds still have a 
role within a diversified portfolio, but at the 
present time I think you’re looking at returns 
that are small or negative. Credit spreads will 
be the main driver of returns in fixed income 
assets over the next 3-5 years. So that’s why 
I think credit bonds will deliver considerably 
higher returns.”

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. The views expressed are the managers’ 
own and do not constitute investment advice.

Survey results 
at a glance

t   89% believed the UK will stay in 
the EU on 23 June

t   34% saw destabilisation in 
China as the biggest threat to 
investors this year, 22% cited a 
Euro crisis

t   23% would favour equities this 
year

t   31% favour high yield bonds 
versus other fixed income 
assets

t   38% said investment process 
was the most important factor 
in selecting a fund manager. 
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Mike Fox
Head of Sustainable 
Funds

It’s good 
to share

Creative destruction
“ ‘Creative destruction’ is a term originally 
coined by Austrian economist Joseph 
Schumpeter to describe the progress of 
innovation in industry, whereby a new, 
more efficient invention initially surpasses 
and eventually vanquishes its established, 
outmoded counterparts.  

Thirty years ago, the Sony Walkman topped 
the list of ‘must have’ gadgets.  The idea that 
hours, days, even years of music could be 
stored on a device the size of a cassette tape 
was the stuff of science fiction.  Yet within 
a generation, the digitalisation of the music 
industry has forged a new technological 
reality.  Overcome by better quality, more 
endurable and accessible equivalents, the 
cassette is now obsolete and Walkmans are 
gathering dust in the attic.

Speed, sharing and strength 
There are three core developments driving 
innovation today, according to Mike: 

i)   the pace of innovation and growth of the 
digital data universe and its application

ii)   the ‘shared economy’, enabling direct 
consumer dealing through platforms and 
interfaces

iii)   and the increase in mobile computer 
capability, power and prevalence

Examples of these trends abound in everyday 
life, from Google’s innovation prowess 

in the ancient strategy game Go to the 
successes of AirBnB and Uber, the ubiquity 
of smartphones and the replacement of 
newspaper print editions with digital apps.  
Broader themes stemming from these roots 
include a shift towards renting assets, such 
as cars and computer ‘cloud storage’ space, 
rather than purchasing objects which lie 
idle for much of the time, or are costly to 
maintain.  The companies that flourish will 
be those whose innovations enable them 
to take advantage of this more flexible and 
flighty consumer pool, while those that 
remain weighed down by burdensome, 
outmoded assets will fall by the wayside.  

Innovation impairment
Innovation can decimate not just individual 
companies, but entire industries.  The 
energy industry, where the improvement 
and affordability of ‘clean’ energy solutions 
is coming increasingly to the fore, is one 
such example.  As alternative, greener 
energy sources become more viable for 
both individuals and entire countries to 
implement, the energy ‘mix’ will shift to 
accommodate the escalation of alternative 
energies, to the detriment of their fossil 
fuel ancestors.  For longer-term investors, 
industry dynamics are a key aspect of 
sustainability.

Sustainability
Innovation, growth and Environmental, 
Social and Governance (ESG) leadership 
are strong threads in the fabric of investing 
for the future.  ESG factors can have a 

serious impact upon a company’s success, as 
the recent examples of Volkswagen and BP 
have shown.  Poor leadership jeopardises 
reputation, which is a high price to pay in a 
world of intensified management scrutiny and 
where consumers are able quickly and easily 
to transfer to a competitor.  

Investing for the future 
We believe innovation is a foundation of 
growth.  Furthermore, a company’s approach to 
the social, moral and ethical consequences of 
its new products is a core element of thorough 
investment research and analysis.  Companies 
that demonstrate these attributes and 
commitments should be well-placed to thrive 
in an ambitious and competitive global market 
place, and thereby create potential sustainable 
investment opportunities for investors.”

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. The views expressed are the author’s own 
and do not constitute investment advice. 

Mike Fox, Head of Sustainable Investing, discusses how 
RLAM’s sustainable funds, with their focus on innovation, 
growth and sustainability are built with a focus on the future. 

Innovation, growth and sustainability

VIDEO
Watch Mike 
Fox outlining 
why sustainable 

funds tend to focus on innovative 
companies.

t
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It has never been more important for credit 
investors to avoid benchmark-constrained 
funds that expose them to historically 

low-yielding bonds at the expense of more 
attractive opportunities, say Eric Holt and 
Rachid Semaoune.

The co-managers of the recently launched 
Royal London Global Bond Opportunities 
Fund say that, with interest rates likely 
to stay lower for longer amid Chinese 
growth concerns, low commodity prices and 
muted inflation expectations, it is vital that 
investors do not restrict themselves to funds 
which are forced buyers of progressively 
unappealing issues.

They highlight Engie, a French energy 
company, which has issued four bonds in 
the past 12 years. The first, in 2003, offered a 
coupon of 5.125%, but the latest, issued in 2015 
and sold at a deep discounted rate, paid 0%.

“We expect more zero coupon issues to come 
to market over time – Unilever and Allianz 
have both issued zero coupon bonds in April,” 
says Semaoune. “We refuse to buy them. 
Benchmark Fund managers might be forced to 
take positions because they are a big part of an 
index. But you can’t afford to be constrained by 
currency or rating in the current environment 
because you will struggle to generate income.”

Semaoune says investors should be mindful of 
the post-crisis evolution of credit spreads. In 
2007, spreads accounted for about 10% of the 
overall yield. But as government bond yields 
sunk to record lows, spreads started to account 
for all of the overall yield - and more.

“As five-year German bund yields turned 
negative in mid-2015, spreads in the Merrill 
Lynch € BBB Corporate Index reached over 
100% of the overall yield,” he says. “They now 
account for more than 120%. That means all 
your income is coming from the credit spread. 
In these circumstances, it is more important 
than ever to do the credit work.”

Taking advantage of inefficient markets
RLAM’s investment philosophy, says Holt, is 
to take advantage of market inefficiencies using 
the fixed income team’s unconstrained bottom-
up approach. While many funds follow indices, 
RLAM is benchmark agnostic and invests 
across the whole rating spectrum as well as in 
multiple currencies, allowing the managers to 
exploit diverging central bank policies. 

“We can also invest in illiquid bonds – as long 
as we are getting well paid for owning them,” 
Holt says. “They have been a very good source 

of long-term outperformance; it’s simply a 
case of capturing the illiquidity premium to 
generate that extra income.”

Both the Royal London Global Bond 
Opportunities Fund and the £1.1bn Royal 
London Sterling Extra Yield Bond Fund, 
managed by Holt, follow this process and aim to 
provide diversification by holdings and sectors. 
In terms of favoured holdings, the managers 
highlight an investment grade Aviva perpetual 
bond issued at 7.875% (callable in 2018) USD*.

“Aviva has 16 bonds and it’s not immediately 
obvious why we would choose this one,” says 
Semaoune. “It is illiquid, it’s not the currency 
of choice and it’s callable in 2018. But it’s an 
operating company bond issued by Friends 
Life, sitting close to the assets and cashflows 

of the company. It is rated higher than Aviva 
bonds, plus there is an attractive coupon 
reset – to Libor +6.83% – if the bonds are not 
called in 2018.”

Another favoured holding is privately-owned 
GLH Hotels. RLAM owns an issue paying 
7.875%, maturing in 2022*.

“As an unrated bond it is not in any 
benchmark, it is a small issue – there is just 
£60m outstanding – and it is illiquid,” says 
Holt. “But we like the fact it is secured so we 

have a claim on the company’s assets, which 
gives us downside protection. It is also over-
collateralised, as the company has signed up to 
keeping £90m of assets aside through a trustee. 
Finally, the security is the Grosvenor hotel, 
which is worth more than £100m. This is a 
really attractive issue for an income fund.”

Rachid 
Semaoune
Fund manager

Eric Holt
Head of Credit
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Higher income from 
bond investment 

*Source: RLAM as at March 2016. 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. The views expressed are the manager’s 
own and do not constitute investment advice. 
For funds that use derivatives, their use may be 
beneficial, however, they also involve specific risks. 
Derivatives may alter the economic exposure 
of a fund over time, causing it to deviate from 
the performance of the broader market. Sub-
investment grade bonds have characteristics which 
may result in a higher probability of default than 
investment grade bonds and therefore a higher risk.

Source: RLAM and Bloomberg as at 8 April 2016.
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Navigating 
the income 
minefield
RLAM’s UK Equity managers Martin Cholwill, Richard Marwood 
and Derek Mitchell consider some of the pitfalls associated with 
many names within the UK Equity Income universe and outline their 
strategy for avoiding these. 

Martin 
Cholwill
Senior Fund manager

Richard 
Marwood
Senior Fund manager

Derek Mitchell
Senior Fund manager

VIDEO
Watch Richard 
Marwood 
explaining how 

his investment style fits within 
RLAM’s UK Equity team

t
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L ast year was extremely challenging 
for income investors. Widespread 
dividend cuts blighted the UK equity 

landscape, with miners and oil companies far 
from alone in slashing pay-outs. Even the 
big three food retailers made dividend cuts, 
reflecting pressure from both discounters 
such as Aldi and challenges from premium 
retailers like Marks & Spencer and Waitrose. 
Utility companies including Centrica also got 
in on the act, as did other equity income fund 
staples such as Premier Farnell, the electrical 
distributor.

2016 is shaping up to be similarly tough year, 
with Rio Tinto, BHP Billiton and Barclays 
having all announced cuts.

Compounding this problem is the 
(underplayed, in our view) threat of 
concentration risk. Stocks yielding more than 
the FTSE All Share Index were plentiful in 
2000, making it relatively easy to construct 
a portfolio with a premium dividend yield. 
Today, however, the number of such stocks 
is at a record low. The overall yield on the 
market is currently 3.9%1, but that is flattered 
by mega cap stocks. If you look at the FTSE 
350 on an equally weighted basis, the yield 
is 3.4%; a big discount2. If investors simply 
constructed a portfolio at random, they could 
end up with a shortfall against the market as 
a whole. 

So how do you tackle this problem?
The key for us is to look beyond the headline 
yield. Investors often think that, if a stock 
has a high dividend yield, it is a good thing. 
It can be - but it can also be a danger signal. 
Since 1995 only stocks with forecast yields 
under 4% have paid out in cash terms 
what the market predicted. On average, 
stocks with forecast yields above 4% have 
failed to meet expectations: their realised 
yield (what investors actually received) has 
been consistently lower. This phenomenon 
becomes more pronounced the higher the 
forecast yield. A high predicted pay-out, in 
other words, is far from guaranteed. 

Many mega caps fall into this category. 
Take SSE. The Scottish energy company 
has long been a stalwart dividend aristocrat, 
consistently paying a yield of around 6%3. It 
has pledged to carry on growing its dividend. 

So what’s the issue? The concern with 
utilities like SSE is that, as strong businesses, 
they can be geared up - and they have been. 
SSE’s net debt has risen over time simply 
to pay the dividend, but it can’t do that ad 
infinitum. There will come a crunch point 
when something has to give.

GlaxoSmithKline (GSK), another traditional 
income fund favourite, is more of a two-way 
call. GSK is currently forecast to deliver a 
dividend of around 5.5%, a big premium to 
the FTSE All Share. But there is a problem. 
In 2007, the dividend was a little over 50p, 
with earnings around £1: the pay-out was 
well covered. Over time, however, while 
the dividend has grown nicely, earnings 
have not. GSK’s latest results, in fact, show 
earnings at 19p and dividends at 80p4. The 
dividend cover is now wafer thin. The team 
still own the stock however,  as they believe 
there is great opportunity for the incoming 
management team to deliver a new growth 
strategy that makes the most of GSK’s 
many attractive corporate assets, potentially 
generating higher earnings and cashflow. 

Importance of free cashflow 
Cashflow is at the centre of our process. It 
is crucially important because it is cash that 
ultimately pays the dividend. Cash is also 
hard to manipulate: creative accounting can’t 
really hide what is happening with it in any 
business. Indeed, it is worth remembering 
that companies often go bust not because 
there is a lack of profit, but because there is a 
dearth of cash. Woolworths, for instance, was 
cosmetically profitable when it went bust. 

Cash, then, pays the dividends, and 
dividends are the real driver of long-term 
returns from the equity market - particularly 
when they are reinvested. If you look back 
over 100 years, dividends have been the 
positive part of returns over most decades. 
Dividend growth has been crucial because it 
offers inflation protection; far more so than 
P/E re-ratings, which are hard to predict 
and can occur for unclear reasons. One 
could be growth, but it could just be there 
are more buyers than sellers. Growth and 
sustainability of dividend payments is what 
investors should, according to the team, 
focus on.

Companies we like in the current 
environment
While some income staples appear challenged, 
the team believe there are many stocks 
offering compelling opportunities in the 
current climate. Informa – a multinational 
that has recently been promoted to the FTSE 
100 – is one. It operates in the knowledge 
and information economy, with a number 
of subscription-based divisions including 
business intelligence, specialist data and 
academic publishing. 

More than 40% of its revenues come from its 
subscriptions5, which tend to be sticky and 
give Informa’s management a clear idea at the 
start of every year what its revenues will be. It 
has strong cash characteristics and consistent 
dividend growth. The current CEO, appointed 
in 2013, has had a positive impact on cashflow. 
Informa is a good total return story and its 
share price has performed very well: the team 
hold it across many of RLAM’s equity funds, 
including the UK Growth Fund, managed by 
recent recruit Richard Marwood. 

Dunelm, the soft furnishing company, is 
another favoured stock. For the team, the 
key story is its expansion across the UK. 
In 2007, Dunelm had 83 stores; now it has 
1576. Crucially, it has financed the roll-out 
through its cashflow, which it has managed 
to quadruple in the last eight years. Having 
funded its expansion without recourse to 
shareholders, dividend growth has been strong, 
plus Dunelm has paid a special dividend in 
four of the last eight years. 

Focus on what is important
Dividend cuts and concentration risk present a 
potential minefield for investors in the current 
environment, particularly in terms of mega caps. 
Investors must, in our view, focus on sustainable 
and growing dividends. Putting cashflow at the 
core of a process is central to this, and on that 
basis we see plenty of opportunities out there 
despite the volatile outlook.

1Source: SocGen as at 31.03.2016. SD Gross 
Asset Research. 2Source: Exane as at February 
2016. 3Source: Thomson Reuters, April 
2016.4Source: GSK, April 2016. 5Source: Informa 
as at February 2016. 6Source: RLAM as at April 
2016. 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. The views expressed are the manager’s 
own and do not constitute investment advice.

“ Investors often think that, if a stock has a high dividend yield, it is a 
good thing. It can be – but it can also be a danger signal. ”
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Why multi  
asset credit 
now?

“Investors have enjoyed a 30-year plus bull market 
in fixed income. Since the early 1980s yields on core 
government bonds have moved ever lower, and now 
stand at historic lows - indeed in some cases they are 
in negative territory.

It is not just core government bonds which have 
experienced this phenomenon. The corporate sector 
has experienced the same grind lower in yields as 
inflation has dwindled, thanks, predominantly, to 
globalisation.

Most recently, central banks have exacerbated this 
by pursuing policies of financial repression to deal 
with various crises. This in turn has pushed investors 
searching for income further up the risk curve, 
forcing them to assume more risk just to stand still 
and generate the same level of yield they used to 
earn from more highly rated assets.

Can this continue? We think not. We believe the 
future is going to be more challenging for fixed 
income investors. There will be more volatility, and a 
much wider disparity of returns from the main credit 
markets within the fixed income universe. This means 
that pragmatism and perspective are called for.

Risks growing
There are a number of headwinds now facing fixed 
income markets, and chief among our concerns is 
a sharp jump in defaults.  Over the coming year we 
see Global High Yield defaults rising to 7% and the 
recent spike in credit spreads portends an elevated 
default rate for the next few years. Somewhat 
inevitably, the desire for income, over the last few 
years, has seen many companies issue bonds with 
eye-catching yields, but some have less than robust 
covenants, meaning protection for investors is 
limited in the event of any default.

This combination of elevated defaults and low 
recovery rates is likely to impact investor returns at 

Azhar Hussain, Head of Global High Yield and manager of 
RLAM’s Multi Asset Credit Fund, due to be launched later in 
the year, analyses the prevailing fixed income environment 
and looks at why investors may need to take a more diversified 
approach to investing in credit.
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“ Credit differentiation now 
matters, and it will increasingly 
be the case that different parts 
of the spectrum deliver very 
different returns. ”

the bottom end of the risk spectrum whilst 
low interest rates have restricted potential 
returns in the higher quality part.

Time to get tactical, but avoid 
unnecessary risk
Our approach to navigating this environment 
is simple: allow investment managers to 
use different parts of the credit market 
strategically. Credit differentiation now 
matters, and it will increasingly be the case 
that different parts of the spectrum deliver 
very different returns.

This is not about allocating to riskier assets 
for the sake of it but about using a long-
established investment process, rooted in 
bottom-up security section and exhaustive 
research, to find the right assets with the aim 
of delivering an attractive income stream.

We believe a process that looks at the 
broadest possible universe, but which puts the 
actual repayment of bonds at its heart, is vital.

That is not to say we have an absolute return 
mind-set. We will suffer draw downs though 
we believe truly attractive returns are still 
achievable even as volatility climbs. 

We believe the key to achieving robust 
returns as the global economy moves into 
a new phase is to use an unconstrained 
investment approach to generate income from 
a multitude of sources.

Exposure to secured debt will be an 
important means of seeking returns within 
the strategy. The strengths of RLAM’s Fixed 
Income team can be put to good use in this 
sector, utilising our core capabilities in credit 
research and selection.

Built on the four tenets of our investment 
philosophy - strategic asset allocation, stock-
picking, a focus on credit fundamentals, and 
an awareness of market technicals - our Multi 
Asset Credit Fund will combine a macro risk 
and return overview to help us build a list of 
500 ‘best ideas’.

A bottom-up focus on fundamentals and 
technical will then help us narrow this down 
to create a portfolio of typically 125 credits.

Crucially, this process is about investing 
across a variety of alternate asset markets, 
utilising our specialist skill set when it comes 
to credit analysis, rather than being wedded to 
one credit market. For us this includes loans, 
secured and unsecured high yield, and asset 
backed securities.

With interest rate risk set to return – albeit 
slowly – duration must also be managed, and 
our target duration is between 1-4 years for 
this reason.

Lower for longer is here to stay, but it doesn’t 
have to spell the end for returns from fixed 
income. What it does mean is that solutions 
are needed which can tackle the problems 
facing the sector in a new way.”

Fund launch subject to regulatory and internal 
approvals. *Source: RLAM and BofA Merrill Lynch 
Jan 2016. 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. The views expressed are the 
manager’s own and do not constitute investment 
advice. For funds that use derivatives, their use may 
be beneficial, however, they also involve specific 
risks. Derivatives may alter the economic exposure 
of a fund over time, causing it to deviate from 
the performance of the broader market. Sub-
investment grade bonds have characteristics which 
may result in a higher probability of default than 
investment grade bonds and therefore a higher risk.

 

Azhar Hussain
Head of Global High 
Yield

VIDEO
Watch Azhar 
Hussain discussing 
how volatility has 

impacted bond markets

t

https://www.brighttalk.com/webcast/14195/204653
https://www.brighttalk.com/webcast/14195/204653
https://www.brighttalk.com/webcast/14195/204653
https://www.brighttalk.com/webcast/14195/204653
https://www.brighttalk.com/webcast/14195/204653
https://www.brighttalk.com/webcast/14195/204653
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Paul Rayner
Head of Government 
Bonds

Darren Bustin
Head of Derivatives

The managers of the Royal London 
Absolute Return Government 
Bond Fund, say investors could 

no longer expect the level of returns from 
government bonds that investors have 
experienced over the last decade, with the 
environment becoming more uncertain 
and yields being at low levels.

“The real truth of bond markets in 2015 
was that volatility picked up sharply,” 
Darren says. “While most of the major 
government bonds - including UK gilts, 
US treasuries and German bunds - saw 
volatility decline between 2012 and 2014, 
last year marked a reversal of this trend.”

Looking across the government bond 
market, Darren noted volatility on 10-year 
Japanese and German government bonds 
had climbed during the last 15 months*. 
The same trend was replicated by UK and 
US 10-year government bonds.

Darren believes such an environment 
requires a distinctive approach to 
investing when it comes to core 
government bond markets, with the next 
half decade unlikely to be the same as the 
preceding one.

“Economic events have caused a jump 
in volatility for G10 bonds in the last 
year, and the amount of risk investors 
are exposed to now when taking specific 
positions has nearly doubled,” he said.

“While government bond markets are 
clearly driven by long-term trends, in the 
short term, market inefficiencies present 

opportunities to make incremental gains, 
and it is those inefficiencies which we are 
now focusing on.”

Focus on the pennies
With swings in G10 bond prices now 
occurring more frequently, the challenge 
for investors is how to offset what could be 
a major headwind to returns for long-only 
strategies.

However, while the long-only fixed income 
universe is fairly limited in its means of 
offsetting this, for others volatility creates 
opportunities. The Royal London Absolute 
Return Government Bond Fund welcomed 
the rise in volatility according to Darren, 
using its distinctive investment process 
to generate incremental returns from any 
price swings.

“We embrace volatility in bond markets,” 
Paul says. “It provides us with potential 
opportunities to generate alpha for the 
Fund.”

Alongside managing volatility, the 
Fund utilises a number of strategies 
including duration, cross market trades, 
the yield curve and futures with the aim 
of diversifying the portfolio returns, and 
targeting low correlation to other markets 
– at present this is approximately zero, 
says Darren.

This diversified approach - 8 strategies with 
up to 5 positions in each, results in up to 40 
positions across the Fund, which are then 
complemented by a volatility adjustment 
overlay to ensure the size of the risks 

It’s time to look after 
the pennies as volatility 
returns to bond 
markets
Fixed income investors 
must manage risk ever 
more closely following 
a multi-decade bull 
run for developed 
government bond 
markets, with volatility 
set to be a permanent 
feature going forward, 
according to Darren 
Bustin and Paul Rayner. 
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within the portfolio are aligned with those in 
the broader market. The Fund also operates 
a unique position framework to manage not 
only downside risks but also upside risks. 
These strategies and risk management tools 
are aimed at ensuring low volatility within 
the portfolio, which has seen volatility range 
between 0.5 and 2.5 since its launch in 
November 2014, a level which is almost half 
that of the wider fixed income market.**  

And the pounds look after themselves 
The prevailing macro environment is one of 
diverging central bank policies, with negative 
interest rates in some countries and climbing 
base rates in others. With such a clear 
split emerging across G10 nations, Darren 
and Paul expect volatility is unlikely to do 
anything but increase.

But there is a solution. The duo believe by 
placing risk management firmly at the heart 
of an absolute return strategy, positive returns 
can still be achieved despite the difficult 
market backdrop.

Paul says: “We are now in a situation where 
investors must seek to achieve risk-optimised 
returns, and that is what our process is 
focused on delivering.

“This is not about making some gains and 
expecting more to come, but about taking 
profits when they occur, and it is only by 
managing upside and downside risks that we 
believe investors can get the best returns from 
government bond markets.”

*Source: RLAM and Bloomberg, as at April 
2016. **Source: RLAM and Bloomberg, as at 
April 2016. Based on standard deviation across 
the Fund and JP Morgan Global Aggregate Bond 
Index.  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. The views 
expressed are the manager’s own and do not 
constitute investment advice. For funds that use 
derivatives, their use may be beneficial, however, 
they also involve specific risks. Derivatives may 
alter the economic exposure of a fund over time, 
causing it to deviate from the performance of the 
broader market. This fund can invest more than 
35% of its value in government securities.

“ most of the 
major government 
bonds saw 
volatility decline 
between 2012 
and 2014, last 
year marked a 
reversal of this 
trend. ”Source: RLAM and Bloomberg as at 21 April 2016.

0.0

0.2

0.4

0.6

0.8

1.0

1.2

1.4

1.6

1.8

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Vo
la

til
ity

UK 10y_vol US 10y_vol Germany 10y_vol Japan 10y_vol

Volatility of bond markets



14  |  LEADING EDGE  |  JUNE 2016

VIDEO
Watch Zilla Chan 
outlining RLAM’s 
approach to 

exploiting market inefficiencies

t

RLAM’s credit research philosophy is based 
on the idea that credit markets are inefficient. 
Our approach seeks to allow us to identify and 
exploit these inefficiencies for the benefit of 
our clients. We believe the market undervalues 
genuine credit enhancements such as security 
over assets, seniority in the capital structure 
and protective covenants, in favour of more 
transitory, superficial credit characteristics such 
as credit ratings, positioning in benchmarks 
and perceived liquidity. This approach is 
fundamental and entirely applicable across a 
range of maturity spectrums.

Stimulating environment
Central bank policies in many regions have 
been biased towards monetary easing for 
some time, with policy rates reduced to zero 
or below and additional stimulus in the form 
of quantitative easing. Real GDP is generally 
quite robust in advanced markets, as is core 
inflation. There are signs that commodity 
prices may have bottomed and headline 
inflation could pick up in the second half of 
2016. On this assumption we would expect 
to see interest rates rise later this year and 
as a result bond yields could rise with longer 
duration bonds underperforming. 

Shorter duration bonds have a lower price 
sensitivity to interest rate moves and can 
help reduce capital loses in a rising rate 
environment. In addition, a shorter maturity 
profile allows maturities to be re-invested at 
a new rate of interest, which can be beneficial 
when interest rates rise, by offering potential 
to secure a higher yield. 

Our credit research process analyses the 
opening lending position of the borrower, 
the volatility of the borrower’s balance 
sheet over time and then we look for credit 
enhancements i.e. bonds with security, 
seniority and covenants. We place most 
emphasis on these areas as they provide us 
with increased conviction with regard to our 
lending position over time as well as being 
underappreciated by the market and thus are a 
key area of mispricing of credit risk.

RLAM’s process is consistent across our 
fixed income portfolios and we believe these 
inefficiencies can be exploited at the shorter 
end of the maturity spectrum as well as in 
more traditional all maturity credit mandates. 
Examples of these inefficiencies in our shorter 
dated portfolios include highly rated bonds 
with securities that trade wider than their 
unsecured peer group because they are not 
included in credit benchmarks. Secured bonds 
with AAA levels of underlying security, but a 
BBB headline rating because of rigid rating 
agency methodologies are also typical of our 
favoured investments.

We believe that the short dated end of the 
credit market presents opportunities for 
enhanced returns as well as relative protection 
from volatile conditions. In seeking to 
exploit this we adhere to the same distinctive 
investment approach focused on exploiting 
market inefficiencies through credit research 
that is applied across our other fixed income 
strategies. A deep understanding of the assets 
in which we invest is of paramount importance, 
regardless of the portfolio maturity. 

Credit research – 
not just for the long term
The case for short duration 

Zilla Chan 
Senior Credit Analyst

Richard Nelson
Senior Fund manager

Craig Inches
Head of Short Rates 
and Cash

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. The views expressed are the manager’s 
own and do not constitute investment advice. 

Credit assets are not always associated with short duration bond funds. 
However, RLAM’s Fixed Income Team believe that a number of opportunities 
for generating alpha exist in this area. Craig Inches, Richard Nelson and 
Zilla Chan consider how bonds issued by companies that provide compelling 
returns, coupled with strong protection, could prove attractive for investment 
in short duration bond funds. However, they emphasize that whatever the 
maturity, there can be no substitute for credit research. 

https://www.brighttalk.com/webcast/14195/204585
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Martin Foden
Head of Credit 
Research

Shalin Shah
Credit Fund Manager

Square peg, round hole
Originally created for equities, ‘smart 
beta’ funds are based on a market index, 
but incorporate additional quantitative 
adjustments to emphasise or eliminate 
particular types of exposure.

Eager not to be outdone by its equity ‘big 
brother’, the credit market soon followed 
suit.  Shalin is adamant, however, that 
shoehorning a product designed for equities 
into a credit ‘solution’ is a sub-optimal and 
over-simplified approach. Instead, a portfolio 
built upon thorough analysis and active 
portfolio construction, with an emphasis on 
maintaining portfolio integrity, is a better 
pathway towards sustainable returns.

The right questions but the wrong 
answers
Q: How to improve passive investing? 
A:  Smart beta says: by recalibrating the 

index 
The basic smart beta alternative to passive 
investing is to buy index holdings in equal 
weights, thereby ‘recalibrating’ the portfolio.  
This equalises all positions and sector 
weightings, and their contingent risk and 
return characteristics.  

Credit indices are built from the most 
indebted companies: the more debt issued, 
the higher the company’s weighting.  
Recalibration does adjust risk exposures, 
but still necessitates investment in the most 
indebted companies and limits investment 
to the highest profile and most efficiently 
priced areas of the market.  RLAM’s credit 
process, by contrast, is not index-based, and 
ensures our clients are able to benefit from  

opportunities across the credit universe.    

Q:  How to avoid high volume, low 
conviction trading? 

A:  Smart beta says: through a buy and 
hold mandate

A typical objective of smart beta credit funds 
is to buy and hold a pool of investment grade 
credit bonds, seeking to maximise spread. 
Shalin sees this as an over-distillation of 
credit investing that offers convenience for the 
investment manager but does little to ensure 
long-term portfolio integrity for clients.

Investment grade credit
Credit ratings are an assessment of the 
likelihood that a company will default on its 
debt payments.  An investment grade smart 
beta credit portfolio will only hold bonds with 
a rating of BBB- and above.    

The problem is that smart beta looks no 
further than the credit rating, which can be too 
blunt a tool for overall credit risk assessment.  
As Head of Credit Research, Martin and 
his team analyse a much broader range of 
fundamental aspects including  security and 
capital structure; material elements of loss risk 
which may not be adequately reflected in a 
bond’s rating.  This can provide a much broader 
assessment of risk which is so crucial in a long-
term portfolio context.  

Spread maximisation
Maximising the spread  is a method of 
generating a higher portfolio yield than the 
index. Whilst it sounds great in theory, the 
correct focus needs to be on maximising 
achieved spread over the long term post 
any market or default losses. A potential 

consequence of purely targeting day one 
spread is an over-exposure to BBB bonds as 
the most convenient way of delivering initial 
spread;  smart beta portfolios tend to have a 
strong bias towards this area of the market.

Martin explains, however, that investors 
should take the most care when investing 
in BBB securities, which exhibit both the 
highest default risk and the greatest danger 
of being relegated to sub-investment grade 
status over their life. This area of the market 
demands a highly bespoke and tailored 
approach to credit investing.

RLAM’s refined credit process
Market pricing does not always reflect fair 
value, and taking advantage of opportunities 
created by such mispricing is a core tenet of 
RLAM’s credit strategies.  Freedom from 
index constraints enables RLAM to consider 
often overlooked opportunities with the aim of 
supporting sustainable returns. The team adopt  
a highly  active portfolio construction process 
focused on diversification, and exploiting 
mispriced security as the best way of delivering 
long-term cashflow integrity and strong risk-
adjusted returns, Shalin and Martin believe 
they are well positioned to enact their roles as 
self-styled ‘smart beta beaters’. 

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. The views expressed are the manager’s 
own and do not constitute investment advice. For 
funds that use derivatives, their use may be beneficial, 
however, they also involve specific risks. Derivatives 
may alter the economic exposure of a fund over 
time, causing it to deviate from the performance of 
the broader market. Sub-investment grade bonds 
have characteristics which may result in a higher 
probability of default than investment grade bonds 
and therefore a higher risk.

Smart beta 
and credit:
a convenient conceit?
Credit Fund manager Shalin Shah and Head of Credit Research 
Martin Foden explore what ‘smart beta’ means for credit funds, 
and explain why RLAM’s buy and maintain could offer a more 
robust, long-term solution for investors.



On 28 April, we 
held our annual 
Investment 
Conference at One 
Moorgate Place. 
We were delighted 
to welcome 

neuroscientist Dr Tara Swart as our guest 
speaker to turn our minds upon themselves 
and delve into the connections between 
neuroscience and decision-making.

Brain and body
The brain can be understood as the ‘CEO’ 
of the body: its condition affects all aspects 
of decision-making, and understanding 
how it works is pivotal to maintaining 
peak performance and improving 
leadership.  Different areas of the brain 
grow and shrink with expertise and use, 
with a popular example being a study 
which demonstrated the physical growth 
of the ‘hippocampus’, a memory and 
organisation-focussed area of the brain, in 
London black cab drivers.  ‘Neurogenesis’, 
the capacity for continuous learning, 
training and knowledge, is a mark of 
evolutional sophistication, and endows us 
all with the ability to improve, change and 
use our minds in new ways. 

Motivation
The brain can move with agility across 
a range of decision-making capabilities, 
and different people prioritise or gravitate 
naturally towards particular areas of 
motivation.  For example, when faced 
with a problem, some will automatically 
recourse to logic, whereas others will apply 
creativity or intuition as their first step 
towards finding a solution.  An awareness 
of multiple approaches is in itself powerful, 
as it enables consideration of whether a 
decision is being unduly motivated by one 
characteristic at the expense of others.  ‘Task 
switching’, an active effort to ignite these 
different areas of the brain, can sometimes 
be a useful discipline to exercise the full 
range of decision-making capabilities.

Stress and decisions
We are all familiar with making decisions 
under pressure in stressful situations, but 
what actually happens to the brain in these 
scenarios?  Significant effects include 
impairment of the ability to regulate 
emotions and a reduction in capacity to 
process information, resulting in a ‘rabbit 
in the headlights’ freeze reaction.  

A dominant chemical released under 
stress is cortisol which, in persistent, 

large quantities, can damage the body in 
a number of ways, for example through 
unrelenting fatigue and an erosion of 
immunity.  High cortisol levels can also 
divert glucose away from the sophisticated 
brain functions needed for good decision-
making and towards basic ‘staying alive’ 
elements, which reduces productivity and 
also, unfortunately, increases the waistline.        

O gentle sleep! Nature’s soft nurse
It will come as no surprise to hear that 
sleep is an essential component of brain 
health, but the extent of the impact might 
be more of a shock.  After a poor night’s 
sleep, IQ drops by around 5-8 points. After 
a completely sleepless night, however, such 
as an ‘all nighter’ or a ‘red-eye’ flight, IQ 
can drop by a whole standard deviation, 
falling into territory usually associated 
with being drunk.  

The optimal amount of sleep per night is 7-9 
hours, which allows the brain to complete 
its cleansing process, helping to prevent 
accumulation of toxins associated with 
degenerative diseases such as Alzheimer’s.  
Cortisol also affects sleep cycles, as this 
chemical ignites the ‘waking up’ system.  
However, when cortisol levels are too high, it 
is much more difficult to fall asleep. 
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Get in touch
Please share your thoughts on the latest issue of the e-zine by emailing 

leadingedge@rlam.co.uk

Neuroscience for leadership


