
Outperformance from Equities
Markets have moved broadly as we had expected in 
recent months and portfolios have outperformed as a 
result.  Equity returns from developed markets over the 
last twelve months have been in the region of 18% to 30% 
in sterling terms whilst the return from UK government 
bonds has been negative at -7% over the same period.  
Throughout this time we have been overweight in equities 
and defensively positioned in corporate bonds, which has 
served portfolios well. We expect these trends to continue 
for a while yet, even though the UK stock market has fallen 
modestly in recent weeks.

Improving Economic Trends

The global economic background has been steadily 
improving, albeit growth is unbalanced and remains below 
trend.  The UK has seen the fastest acceleration in growth, 
now forecast to be 1.5% for this year (up from 0.6% expected 
last March) and 2.5% next year.  The problem is that this 
growth is being generated by consumer spending on the 
back of higher house prices.  This is not sustainable, which 
is why the Bank of England has now stopped providing 
the banks with cheap finance for mortgages.  What is 
needed are higher exports and investment.  However, 
with international growth still below trend, exports are not 
forecast to accelerate in the near future. In addition, with 
government spending being cut back in the medium term, 
the economy is dependent on the corporate sector for new 
investment.  This is expected to grow sharply next year, but 
whether it materialises will be dependent on confidence 
improving.

The US economy has been held back this year by tax 
increases and  government spending cuts as well as by 
the political deadlock that closed down government for 
several weeks in October.  The Republicans have now 
realised that such brinkmanship is a vote loser and as a 
result agreement has been reached on a budget that will 
prevent further spending cuts for two years.  After stalling 
in recent months the latest data show US housing is picking 
up again and employment growth has been accelerating 
so consumer spending is stronger.  As a result growth next 
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• Portfolios continue to outperform as equities trend up and bond prices trend down

•  Latest economic data point to steady improvement in the US and UK 

• A new government in Germany offers hope for more balanced growth in Europe

•  We wish all our readers a Merry Christmas and a Happy New Year
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year is expected to rise to close to the long run trend of 
around 2.5%. This should be positive for equity markets 
generally.
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Europe is still divided in its fortunes.  Germany has an 
unemployment rate of just 6.9% but in Spain the rate is  
26.3%, with youth unemployment above 50%.  Driven 
by German exports, Europe has a larger current account 
surplus than China, but this is not translating into stronger 
overall growth because of the drag from the profound 
weakness in the Mediterranean periphery.  Growth in Q3 
in Europe as a whole was only 0.1%, compared to 0.3% 
in Q2.  The problem is that Germany is not promoting 
domestic growth to encourage imports from the rest of 
Europe, nor is it allowing institutional transfers of wealth, 
for example to recapitalise the banks in Spain, Italy and 
Greece.  It looks as though the new government under 
Chancellor Merkel will prove to be more flexible, but if this 
does not materialise then 2014 is likely to see more crises 
develop in Europe. 

When Will Interest Rates Rise?

With growth improving outside of Europe, markets are 
wondering how long it will be before interest rates start 
to rise.  Unexpected comments about withdrawing 
quantitative easing, by the US Federal Reserve chairman 
Ben Bernanke, prompted a wobble in bond and equity 
markets last June. At the time, he backed down and 
reassured markets that it would be several years before 
interest rates started to rise.  Now the new Fed chairman, 
Janet Yellen, is trying to reassure markets that less QE 
will not mean that interest rates will rise.  She hopes that 
by linking interest rate rises to future economic events 

(unemployment has to fall from 7.0% currently to 6.5% 
before rates will rise) markets will not overreact to a wind-
down in the monetary stimulus.  The new governor of the 
Bank of England has been using the same strategy, but it 
seems to have limited effect.  It is no coincidence that an 
improvement in UK growth has been accompanied by a 
rise in bond yields and an appreciation in sterling.  As a 
result, the UK stock market has retreated even though the 
BoE has made reassuring noises that interest rates will not 
rise until late 2015.  Investors know that in reality Central 
Bank actions will be driven by events and we would not be 
surprised to see UK rates rise by the end of next year.

Equities Have Further to Run

We expect 2014 will see a continuation of this year’s themes, 
with growth steadily improving as corporate investment 
finally starts to pick up.  Inflation in the UK has fallen back 
to 2.0% recently, but it would not be surprising to see wage 
growth pick up after years of falling real wages. This would 
not be received well by bond markets and we expect bond 
yields to rise again, necessitating a continued defensive 
strategy.  Corporate earnings growth should accelerate if 
new investment finally materialises and this will underpin 
equities.  Momentum is still positive, as the chart below 
shows, so we expect the bull market to continue - for now.

Finally, best wishes for Christmas and the New Year.

Matthew Hunt 

Source:  Valu-Trac

Business Surveys Show Growth Improving
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