
Review of q1 2015
The first quarter of 2015 saw positive returns from all asset 
classes except commodities. equity markets were driven 
forward over the quarter by quantitative easing (“qe”) 
in europe and Japan and by rising consumer spending 
in the US and UK.  we maintained a full exposure to 
equities and so have captured these gains. The impact of 
qe is being transmitted to the european and Japanese 
economies primarily through the exchange rate, with 
currency depreciation providing a stimulus to exports.  in 
europe, for example, the euro fell against sterling by 7% 
over the quarter.  The side effect is that although european 
stock markets were the best performing in local currency 
terms, for UK investors returns were pared to around 
10% on average.  in Japan, the currency depreciation 
in the previous quarter was partially reversed through 
a 5% appreciation against sterling this quarter, making 
Japan the best performing stock market in sterling terms 
in q1.  The US, by contrast, only saw a 1% rise in the 
stock market as company earnings started to be impacted 
by the strength of the US dollar.  Growth has effectively 
been transferred from the US to the weaker european and 
Japanese economies via the exchange rate.

•	 After a slow start to 2015, we expect economic growth to accelerate as 2015 progresses.

•	 We expect inflation to rise as commodity prices firm and wage growth accelerates.

•	 	Bond yields have started to rise and our defensive positioning has produced excellent results.

•	 	Equity markets are underpinned by corporate earnings growth and the poor value in bonds.

•	 Upsets may happen in Greece and China over the next 3 months and create buying opportunities.

Growth in the UK economy moderated in similar fashion 
to the US in the first quarter with real gross domestic 
product (“GDP”) growth of just 0.3%, down from 0.6% in 
the last quarter of 2014.
  

Low	Inflation	Positive	for	Bonds
Slower growth, together with the lagged effect of the fall 
in the oil price meant UK inflation fell to 0% in March.  
This allowed 10 year government bond yields to fall over 
the quarter from 1.8% to 1.6%, for a total return of 2.1%.  
our bond holdings produced a similar result even though 
we had much less interest rate risk, as we benefitted 
from adding to the holding of Premier oil bonds as the 
oil price started to turn up during the quarter.  The price 
on Premier had over-reacted as the oil price fell and we 
were able to take advantage of the price weakness to buy 
Premier bonds on an average yield of 7.0%.  The price of 
the bond is now 10% higher, demonstrating the value of 
our contrarian approach to investing.  

UK	Equities	Unaffected	by	the	Election	
The run up to the UK general election proved to be 
relatively uneventful, both politically and for the stock 
market.  we took the view that a Labour government would 
not have an unduly negative impact on company earnings, 
the key determinant of stock market behaviour, so did not 
consider that a defensive posture was necessary.  This was 
particularly so as all the signs were that another coalition 
was the likely outcome and, in any case, Labour could not 
afford to take risks with radical eonomic policies for fear 
of further tarnishing their already damaged reputation for 
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Prospect Wealth Management: Performance of Model Portfolios at 31 March 2015

Last 3 Months Last 12 Months

Model Portfolio Prospect Benchmark Prospect Benchmark Benchmark Name

% % % %

Low Volatility Portfolio 2.4 0.1 5.4 0.5 3 month LiBiD

Bond 1.9 -3.0 3.0 9.6 fTSe 5-15 / iBoXX

UK Equity 5.6 3.1 4.9 2.7 fTSe 100

UK Equity Funds 4.5 3.1 5.4 2.7 fTSe 100

UK Alpha 8.1 3.1 8.9 2.7 fTSe 100

International Equity 2.8 4.5 15.4 18.0 fT all world ex-UK

Equity Alternatives 1.7 3.4 1.4 0.7 Prospect Composite*

* iPD Property index, DJUBS Commodity index, HfRX Directional index

economic management.  we did avoid those sectors that 
could be vulnerable to an obvious change in policy, such 
as Labour’s  threat to control utility prices, but this did not 
impact performance.  we maintained our overweighting 
to the consumer sector, which benefitted from rising real 
wages, and also  increased our exposure to Petrofac, the 
oil services company.  The share price had fallen sharply 
in response to the decline in the oil price so we used 
this as an opportunity to benefit from our expectations 
of a partial recovery in the price of oil, back towards the 
average cost of production of around $70 per barrel.  
after hitting a low point of $45 in January the oil price did 
indeed progressively recover from there.  as a result, the 
price of Petrofac outperformed the market by 32% over 
the quarter, contributing to the modest outperformance of 
our UK equities in q1. our alpha portfolio however, more 
geared to cyclical stocks, had an outstanding quarter.

International	Equities	Perform	Well
our international equity model portfolio performed much 
in line with the benchmark over the quarter with a return 
of 7.3%.  within this, the largest exposure, that of the US, 
experienced mixed results.  The GaM fund, which has a 
bias towards retail and restaurant investments, performed 
particularly strongly as it became apparent that it is likely 
to be the consumer that drives growth in 2015.  This 
compensated for a weaker performance from the core US  
investment trust managed by J P Morgan.  The best return 
came from our Japan fund managed by Baillie Gifford.  
This produced an 18% return for the quarter, beating the 
market return of 16% as the fund has a bias towards larger 
companies with a growth bias.  This includes the major 
exporters who are currently benefitting from the weakness 
of the yen in response to qe.  over the past year it is the 
international component of portfolios that has produced 
the best returns, partly due to the 13% appreciation of the 
US dollar, but also due to the strong returns from stock 
markets in europe and Japan, which have benefitted from 
supportive central bank policies.

Alternatives	Mixed	Results
The UK commercial property index continued to offer a 
positive return, of 3.0% for the quarter, though the pace 
of growth now appears to be slowing.  in London, price 
increases are modest but rent rises are accelerating after 
a long period of stability.  outside London, where most of 
our exposure lies, we are still seeing increases in capital 
values in the urban centres and there are also signs of an 
improvement in rental values.  we remain overweight in 
property, with the Schroder Real estate investment trust 
producing the best return of the three holdings at 5.7% 
for the quarter.

Commodities produced a negative return over the period, 
with all sectors being weak.  energy rebounded from a low 
point in January, but other commodities, industrial metals, 
agriculture and gold have all remained close to the lows 
for this cycle.     
 
Hedge funds benefitted from a recovery in the Paulson 
Merger arbitrage fund, which was up 6.0% over the 
quarter, significantly better than the 3% return on the 
hedge fund index.

The Low Volatility Portfolio produced a 2.4% return for 
the quarter and 5.4% over the last 12 months, meeting its 
return objectives.  The portfolio is now fully invested across 
eight different strategies and all components produced 
positive returns for the quarter.  The best returns came 
from the two hedge funds in the portfolio, though the 
infrasructure fund, HiCL, again produced a strong 3.8% 
return.  During the period we added a further strategy, 
investment in rental income from medical practices, 
through the MedicX fund.  we expect this to generate 
7-10% returns of a relatively stable nature with income 
that is backed by the UK National Health Service.  

Source:Thomson Reuters
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Total Return Local Total Return Sterling

                  
31st Mar 

2015

3 mths to 
31st Mar 

2015          
%

12 mths to 
31st Mar 

2015 
%

3 mths to 
31st Mar 

2015 
%

12 mths to 
31st Mar 

2015 
%

Currency v Sterling Rate

US dollar 1.48 5.1 12.5 

euro 1.38 -6.8 -12.4 

yen 178 4.7 -3.4 

Cash (3m) yield %

UK 0.63 0.1 0.5 0.1 0.5 

USa 0.42 0.0 0.1 5.1 12.6 

euro 0.01 0.0 0.2 -6.8 -12.2 

Japan -0.10 0.0 0.0 4.7 -3.4 

Gov’t Bonds 10yr yield %

UK 1.58 2.1 13.4 2.1 13.4 

USa 1.93 2.7 9.9 8.0 23.6 

Germany 0.19 3.6 15.3 -3.4 1.0 

Japan 0.40 -0.6 3.1 4.1 -0.4 

equities index

UK fTSe 100 4.2 6.3 4.2 6.3 

USa S&P Comp 1.0 12.8 6.2 26.8 

Germany DaX 22.7 28.1 14.4 12.3 

france CaC 18.6 17.9 10.6 3.4 

Spain SMSi 13.7 13.7 6.0 -0.3 

italy BCi Gen 21.6 9.7 13.4 -3.8 

Japan Topix 10.1 30.1 15.3 25.7 

australia all ord 10.2 14.1 7.9 5.3 

Hong Kong Hang Seng 6.4 16.2 11.8 30.7 

alternatives index

Property iPD 3.0 18.3 3.0 18.3 

Commodities DJ UBS -5.9 -27.0 -1.1 -17.9 

Hedge funds HfRX 2.9 5.6 8.1 18.7 

Source:	Reuters

Total Returns in Local Currency	 
and in Sterling Terms 

3 months and 12 months to 31st  March 2015
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US UK Eurozone Asia
GDP Growth 

Q1	 GDP	 growth	 slowed	 to	 only	 0.2%	
annualised	from	2.2%	Q4.	
Consumption:Retail	 sales	 +0.9%	 in	 first	
4	 months	 (1.1%	 expected).	 Consumers	
are	 paying	 down	 debt,	 not	 spending	
windfall	 from	 cheap	 fuel.	 Also,	 winter	
weather	 prevented	 shopping.	 Falling	
unemployment	 (now	 5.4%)	 and	 rising	
rents	 are	 reflected	 in	 a	 broadening	
base	 of	 home	 sales	 rising	 to	 a	 7	 year	
high.	 	 	 	 	 Production:	 Utility	 output	
surging,	 as	 users	 adjust	 behaviour	 to	
lower	energy	prices,	but	manufacturing	
is	contracting,	and	expected	to	continue	
to	 slow	as	 high	 inventories	 are	worked	
down.	 Investment:	 Business	 equipment	
spending	 rose	 just	 0.9	 in	Q1/15.	weak.	
Harsh	 winter	 prevented	 construction.	
Orders	 of	 machinery	 orders	 including	
oil	 drilling	 equipment	 weak.	 	 Durable	
goods	 excl	 transport	 -2.2%	 YOY	 in	
March.	Trade:	The	US	consumer	is	once	
again	the	main	motor	of	global	growth.	
The	trade	deficit	for	Q1	was	the	highest	
in	6	years,	and	the	cause	of		though	the	
trade	 deficit	 narrowed	 in	 January	 from	
a	2	year	high	as	West	Coast	port	strikes	
restrained	imports	more	than	exports.	

UK	growth	momentum	falling,	
external	imbalances	persist.
Consumption:	 April	 retail	
sales	 +1.2%	MOM	on	 strong	
apparel	 sales,	 and	 +	 4.7%	
YOY,	recovering	after	weather	
related	 weakness	 in	 Q1.	
Unemployment	 at	 a	 7	 year	
low,	 though	 fuel	 prices	 rising	
again	 and	 household	 debt		
rising	fastest	in	a	decade	to	a	
record	140%	of	GDP.	
Production.March	
manufacturing	output	in		rose	
1.1%	YOY.	 	April	 	 PMI	 fell	 to	
51.9	from	54	in	March,	barely	
expansionary.	 	 Investment:	
April	 business	 expectations	
fell	from	a	10	month	high,	but	
confident	of	further	economic	
recovery.	Business	investment,	
housing	 market	 and	 house	
building	 	 should	 recover	
after	 Tory	 majority	 restores	
confidence.	 Trade:	 QE	 in	 the	
EZ	 should	 increase	 demand	
for	 UK	 exports	 after	 slowing	
last	year

EZ	recovery	to	2%	by	2017	supported	by	
QE.	Greece	out	of	depression	but	 	 Italy’s	
recession	past	3	years.		
Consumption:	 Though	 still	 negative,	 EZ	
consumer	confidence	jumped	after	QE	was	
announced,	also	helped	by	low	fuel	prices	
allowing	 for	more	discretionary	 spending.	
Disinflation		supporting	real	wage	growth.	
EZ	jobless	rate		declining	very	slowly	from	
peak	 of	 12.1%	 in	 2013	 to	 11.2%	 now.	
German	 	 jobless	 rate	 6.5%,	 set	 to	 fall	
further.	
Production:	Q2	may	be	weaker	than	Q1,	as	
energy	prices	recover.	April	manufacturing		
improving	 in	EZ	overall	and	 in	France	but	
worsened	 in	 Germany.	 German	 	 business	
confidence	 fell	 in	 April	 after	 rebounding	
the	 previous	 past	 5	 months.	 Investment:	
EZ	 capacity	 utilisation	 is	 80.7%,	was	 85%	
in	 2007	 pre	 crisis.	 	 	Not	 yet	 pressure	 for	
growth	in	investment.	
Trade:	Overall	EU	has	a	trade	surplus,	largely	
owing	 to	 Germany’s	 huge	 trade	 surplus.	
Ireland,	 Norway,	 Sweden,	 Switzerland,	
Netherlands	also	have	surpluses.		

Consumption: Weaker	 yen	
causing	 lower	 real	 household	
incomes,	decline	in	household	
spending	 (March	 -9.7%!	
YOY,	 12th	 monthly	 decline),		
even	 as	 the	 labour	 market	
is	 tightening.	 	 Production:		
Q1	 production	 +1.1%	 QoQ.	
.	 May	 	 PMI	 is	 50.9,	 slightly	
expansionary.	 Investment:	
Capex	 Q4/14	 2.8%	 YOY	
after	 Q3/14	 5.5%	 YOY	
(1.5%	 expected).	 Inventories	
net	 drawndown	 in	 Q4.	
Construction	 for	 Tokyo	 2020	
Olympics	began	last	year	with	
new	road.	More	development	
projects	to	come.	Trade:	JPY/
USD	20%	weaker	YOY,	stable	
since	 December.	 Japan	 has	
had	 trade	deficit	 since	 it	 shut	
down	 nuclear	 plants	 and	
imported	more	oil	and	LNG.	

Inflation   		

in March CPi dipped back into deflation 
of -0.1%, but ex food and fuel +0.2% 
yoy. Strengthening labour market 
should bring pricing power next year. 
CPi forecast 0.2% for 2015, but will rise 
to 2.2% in 2016, as wage demands rise.
PPi is 0.2% having been negative earlier

april CPi was -0.1% (deflation!)  
after June, the yoy drop in 
energy will drop out, inflation 
should turn positive again. 
also oil price has recovered 
18% from its January low  in 
Sterling.   

april eZ  CPi has gradually  recovered 
to 0% from -0.6% in January. overall eZ 
deflation may be over, but low eZ inflation 
will probably continue, which  justifies easy 
monetary policy and qe. Spain, ireland, 
italy and  Greece have deflation. Structural 
reforms if implemented will restore growth, 
hopefully avoiding massive asset (property) 
deflation in france and italy as already 
occurred in Spain, Greece and ireland.

March	 CPI	 was	 2.3%,	 but		
excluding	 last	 April’s	 sales	
tax	 increase,	 inflation	 is	 0%	
on	 lower	 energy.	 Jobless	
rate	 of	 3.6%	 means	 	 wage	
inflation	 should	 begin,	
which	 should	 raise	 CPI.		

Monetary Policy   		

Chairman yellen   exercising ‘patience’ 
regarding first rate rise, which would be 
‘a considerable time away’ (June unlikely, 
maybe September). Rates will stay lower 
for longer and rises will be very gradual. 
april jobless rate is 5.4%. Low oil price 
has delayed wage and general inflation, 
but the 45% recovery in the oil price since 
its  January low  might bring wage rises 
closer. as european bond yields rise, 
the dollar’s  momentum is interrupted.

election uncertainty, lackluster 
productivity and CPi ~ 0% 
will keep Boe base rate 
low for longer. weakening 
sterling/USD  will bring import 
inflation, including $ based 
commodities, though Sterling/
eUR likely to strengthen. 
all  election outcomes 
negative for sterling:  Brexit 
risk with the Conservatives, 
mansion tax and lower 
energy prices with Labour.

after raising qe from €10 bln to €60 bln 
govt bonds and other assets per month in 
January, eCB promises monetary policy 
will remain expansionary over an extended 
period. Giving Greece emergency funding. 
€/$ rebounded since mid april after falling 
25% since May 2014 peak. Now undervalued 
20% on purchasing power parity. More 
weakness expected, given negative 
nominal interest rates in core countries vs 
coming fed rate rise, and Greek faltering 
debt and restructuring negotiations.  

BOJ	 says	 monetary	 easing	
aimed	 at	 ending	 deflationary	
mindset	 (with	 target	 CPI	
2%),	 not	 at	 weakening	
the	 yen.	 	 Additional	 QE	
to	 stimulate	 consumer	
spending	 is	 expected	 in	 Q3.	

Fiscal Policy   

Budget deficit in March was $192.3 
bln about the same as a year ago, 
and was -2.9% of 2014 GDP. Should 
reduce further with higher tax revenues 
from job creation.  Budget deficit 
forecast shows normalisation at 2.6% 
for 2015. fiscal spending can become 
less austere, neutral for growth.

March 2015 budget deficit 
narrowed to smallest for 11 
years. Last budget before 
election featured top up to 
deposits for first time home 
buyers, reducing tax on savings 
accounts, reductionof taxes to 
the oil & gas industry, all funded 
by a rise in the bank levy. 

eZ budget deficit recovered to 2.6% for 2014 
from 6.4% in 2009. forecast to reach 2% by 
2016. German tax reform to reduce iHT. 
Greek bond yields rose from 5.5% in Sept to 
10.8% now as Greece’s anti-austerity Syriza 
government renegotiates with creditors. 
Tsipras refusing to cut wages, pensions.

PM	Abe	failing		to	 inflate,	tax	
and	grow	its	way	out	of	debt,	
now	226%	of	GDP.		Next		sales	
tax	 rise	 postponed	 to	 2017.	
Corporation	 tax	 reduced	 by	
3.3%	to	31.33%	over	2	years.	
Approved	 a	 $29	 bln	 fiscal	
stimulus	package	including	fuel	
subsidies,	 shopping	 vouchers,	
low	interest	loans	for	SMEs.	

Macroeconomic	Outlook	as	at	January	2015
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Economic	Forecasts	as	at	May	2015

MaRKeT oUTLooK

Interest	Rates	&	Currencies
Global growth, led by the US, appears to be faltering 
again according to the most recent data.  it is likely that 
in the first quarter of this year, real GDP growth in both 
the US and China was slightly negative whilst UK growth 
has slowed modestly.  it seems that the fall in the oil and 
other commodity prices has slowed investment spending 
by corporations in the energy and minerals sectors before 
the benefits of higher consumer spending power has had 
time to materialise. However, we believe this will prove 
to be a temporary interlude and that growth will pick 
up in the second half of this year as consumers loosen 
their purse strings in response to lower oil prices.  in the 
meantime, interest rates will remain low and it seems 
unlikely now that the US will raise rates in June.

There is much debate at the moment over whether the 
US economy is locked in a period of stagnation and is 
unable to generate above trend growth for demographic 
and technological reasons.  we take the view that the 
current slowdown is better explained by a long process of 
debt reduction, first by banks, then households and most 
recently by government.  This is now coming to an end at 
a time when employment is at a record high, wage growth 
is accelerating and consumer confidence is high.  inflation 
meanwhile remains low, at 0%, reflecting the fall in the 
oil price.  The conditions are thus in place for a revival 
in consumer demand and we expect this to drive growth 
up in the second half of this year.  Until there is evidence 
that more robust growth is indeed in place though, it is 
unlikely there will be any increase in US interest rates.  
September is thus the earliest we would expect a rate rise.  
This means the US dollar, having appreciated strongly so 
far this year against sterling and the euro, may make little 
further progress in the short term.

The UK economy has many of the same characteristics as 

Real GDP  
growth 

Unemployment 
rate

Inflation 
(CPI)

Budget 
% GDP

Central Bank 
rate

Current 
A/c % GDP

2015 2016 Latest    
%

2015 
%

Latest 
%

2015
%

2015 
%

Nominal 
%

Real 
%

2015 
%

US 2.8 2.8 5.4 5.4 -0.1 0.2 -2.8 0.25 0.35 -2.4

UK 2.6 2.4 5.5 5.2 0.2 1.7 -5.8 0.5 0.5 -4.3

eurozone 1.4 1.7 11.3 11.1 0 0.1 -2.4 0.05 0.05 2.6

Japan 0.9 1.4 3.4 3.5 2.3 0.8 -6.3 0.07 -2.23 2.2

China 7 6.7 4 4.1 1.4 1.5 -1.8 5.1 3.7 2.5

Source: Reuters, GFK

the US.  inflation is close to 0%, employment is at a record 
high, real wages are rising and demand for consumer 
credit is high.  it may be that political uncertainty explains 
the slowdown in investment and in the construction sector 
that caused the weaker growth in the first quarter.  The 
surprising conservative party victory in the recent election 
should go some way to lessen these concerns and bring 
growth back on track.  However, the Bank of england 
(“Boe”) will be mindful that government spending is due to 
be cut back further in 2016 and this will be a constraint on 
faster expansion next year.  So, whilst consumer demand 
may drive faster growth in the second half of this year, 
interest rates are unlikely to rise until there is evidence 
of more sustainable growth that includes manufacturing, 
construction and exports.  This is unlikely to materialise 
until next year, and even though inflation should pick up 
in response to the recent rise in commodity prices, we do 
not expect interest rates to rise until next year. Sterling is 
close to equilibrium on a purchasing power basis against 
the dollar and so we would not expect much currency 
movement over the next few months.

in europe, where growth has been languishing and 
inflation turned negative last December, it appears that a 
turning point has been reached. The combination of the 
depreciation of the euro (the result of qe) and the fall 
in commodity prices seen over the past nine months has 

UK Consumer Confidence is Strong
Source: Bloomberg, economist
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BONDS EQUITIES				
As at 31 

Mar 2015

Inflation 
(10 year)

10 yr bond yield 10 yr bond 
yield

Valuation Earnings 
growth

Volatility

Forecast Nominal Real 3m 
chg

12m 
chg

P/E 
2015

ERP* Div 
Yield

2015 2016

% % % % % % % % % % %

US  1.7 2.0 0.3 -0.3 -0.7 S&P 500 17.5 3.8 2.1 5 13 15

UK 2.4 1.5 -0.9 -0.3 -1.1 fTSe 100 15.9 4.7 4.0 47 14 16

Germany 1.4 0.2 -1.2 -0.4 -1.3 eURo Stoxx  16.7 5.8 2.9 48 14 16

Japan 0.8 0.4 -0.4 0.1 -0.3 Topix (Japan) 16.8 5.5 1.7 5 9 17

China 15.4 2.8 2.2 13 12 32

Source:	Bloomberg,	Barclays	Capital														 																																			*	Equity	Risk	Premium	=	(earnings	/	price)	*	100	-	10yr	bond	yield	

Measures	of	Market	Valuation

The	inflation	forecast	is	the	average	of	the	past	5	years’	inflation.

towards the Boe’s 2% target rate and this should push 
bond yields back up.  Historically, bond yields should be 
around 2% above inflation but we are unlikely to see this 
over the next 12 months as qe in europe is creating  a 
huge surplus of savings, some of which is likely to come 
to the UK and support bond prices.  we would not be 
surprised though to see 10 year gilt yields at around 2.5% 
within 6 months, implying a negative total return of some 
-4% over this period.
  we will thus maintain our strategy of holding short 
dated corporate bonds which offer a yield of 3.9% and 
substantial protection against rising yields.  The portfolio 
includes securities with floating rate coupons, which should 
produce positive returns in a rising yield environment, 
along with some securities that should benefit from 
higher energy prices, such as bonds issued by the oil 
company Premier oil.  also included in the portfolio is a 
convertible bond fund, which should benefit from rising 
equity markets.  The defensive nature of this mix of bonds 
has been demonstrated in the last few months where the 
portfolio has produced positive returns despite a fall in 
the bond benchmark and we expect this will continue.

led to an upsurge in business and consumer confidence, 
lower unemployment and increased industrial output.  
inflation has turned back up and is now at 0%, having 
reached a low of -0.6% in January.  The european Central 
Bank’s (“eCB”) extreme action to combat deflation and 
stagnation appears to be working and the decline in the 
euro appears to have reached a low point, being currently 
25% undervalued relative to sterling. from here we would 
expect a period of stability were it not for the risk of Greece 
leaving the euro.  Despite assurances from the Greek 
finance minister that Greece will not leave, there  has 
been so little progress towards restructuring the economy 
under the Syriza government that we estimate there is 
now a 50% probability that Greece will become insolvent 
and be forced to leave.  elsewhere in the eurozone, in 
contrast, the programme of reform and debt reduction is 
being pursued with an encouraging degree of success, so 
a Greek departure would be unlikely to cause a breakup 
of the euro. it would, however, almost certainly result in a 
further depreciation of the euro as the consequences of 
such an event include so many unknowns.  we would see 
this as a buying opportunity, as the economic fundamentals 
in europe are improving,  but for the moment we remain 
slightly underweight in euros.

UK	Bonds

for some time now we have taken the view that UK 
government bond yields do not offer attractive value, with 
10 year real  yields (i.e. after inflation) below 0%.  over the 
past year, the unexpected fall in commodity prices and a 
corresponding fall in inflation, has allowed bond yields to 
stay close to historic lows.  However, we are now at last 
seeing signs of an upturn in commodity prices, which is 
coinciding with rising real wages as unemployment falls.  

we therefore expect consumer price inflation will rise back 

UK Bond Price Momentum Turning Down - Bear Signal

Source: Valu Trac Research
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Source: Thomson Reuters, US Bureau of Labour

UK Equity Market Close to Fair Value

Source: Valu Trac Research

Global	Equities
equity markets have continued to trend upwards as the 
growth outlook over the medium term remains favourable. 
The short term economic slowdown in the US and UK, 
and the secular slowdown in China, means that interest 
rates will stay low for longer and we expect that will help 
to suport growth.  in addition, there continue to be a 
sufficient number of positive signals, either for consumer 
demand (in the UK and US) or for export demand (in 
Japan) to support a benign outlook for equities for a while 
longer.  we therefore remain at a benchmark weighting in 
equities and are looking to add exposure on weakness.  

 The UK is still the most attractively valued equity market, 
despite the economy having experienced the fastest 
growth last year amongst the developed countries and 
being expected to achieve a 2.6% rate of growth in 
real GDP this year.  That the UK stock market has not 
performed as well as that of the US over the past year 
can be attributed to weaker corporate earnings growth 
stemming from low  productivity.  This is arguably the 
biggest issue that George osborne needs to address in 
his post election budget.  Higher output per person will 
mean higher wages and more tax revenues to reduce 
the deficit and it will also mean unemployment can fall 
further without potential inflationary consequences.  
any measures to encourage corporate investment or 
infrastructure investment would be well received by the 
stock market and we would be surprised if the forthcoming 
budget does not have new initiatives to promote faster 
growth in productivity.  Meanwhile, rising employment 
and wages should support spending and has already been 
reflected in the consumer sectors of the stock market.  on 
balance therefore, we expect further upside over 2015 
from the UK market.

The US is also suffering from weak productivity growth 

as employment has risen whilst economic growth has 
been modest.  whilst we do expect the pace of growth 
to accelerate in the second half of this year, rising wages 
are likely to eat into company profit margins and the rapid 
increases in company earnings growth that we have seen 
in the last three years is likely to moderate.  The stock 
market is relatively expensive, with a cash flow yield of just 
2.2%, being similar to the level just before the financial 
crash in 2007.  There is thus no room for disappointments 
in company earnings growth and we expect the US 
market to make little progress over the next 6 months.  
we have therefore positioned portfolios underweight in 
US equities.

European stock markets have appreciated strongly 

in response to the depreciation in the euro and now 

look expensive on the basis of reported earnings.  The 

justification for holding European equities would be that 

we are in the early stages of recovery in the economy 

and corporate earnings will rise strongly in the next two 

years.  The problem is that eurozone exports have not 

risen greatly despite the fall in the euro because growth 

in the rest of the world, in particular in China, is slowing.   

As for domestic demand, it is only Germany that has low 

unemployment and offers the potential for increased 

consumer spending.  The opportunity to increase the 

small European exposure in our portfolios may occur 

if Greece leaves the euro when large debt repayments 

come due in June and July.  If Greece were to default on 

its debt to the rest of Europe it is estimated this would 

cost Europe 2.5% of GDP, a big enough sum to knock 

the stock market back significantly.  This would be an 

opportunity to buy into Europe on weakness so we are 

waiting on events for the time being.  

The Japanese stock market has also been boosted by 
the latest round of qe, which has devalued the yen and 
so increased profit margins for exporting companies.  

US Wage Growth is Accelerating
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Source: Valu-Trac

Prime Minister abe remains committed to his strategy 
of promoting growth through qe and structural reform, 
though it remains to be seen whether the strategy will 
work.  Growth is needed to finance a reduction in the 
unsustainable amount of government debt and that can 
only come through a transfer of wealth from a corporate 
sector that is flush with cash to the indebted government.   
The hope is that corporations will pay higher wages, which 
will generate higher tax revenue and that productivity 
can be increased by raising female participation in the 
workforce.  So far, progress towards these reforms has 
been slow and the perception is that abe is too much a 

product of the establishment to implement the radical 
changes that will be needed to make his plan work 
in practice.  Having taken profits on our overweight 
Japanese equity position several quarters ago, we retain  
a modest exposure to Japan.  

in emerging markets the Chinese stock market has 
been surging in the face of speculative buying but the 
underlying economy is slowing and is likely to continue to 
do so.  Corporate profits are down 11% in the 3 months 
to february and real domestic demand has collapsed in 
the first quarter.  we may therefore sell our emerging 
markets exposure in the face of this slowdown.

In conclusion, global equity markets are likely to 
continue to be supported by an improvment in 
economic growth in the US, UK and Europe resulting 
from the stimulus of a low oil price and currency 
devaluation in Europe and Japan.  Market valuations 
other than the UK are stretched, so equities will be 
vulnerable to events such as further turmoil in Greece 
and China.  However, we expect such setbacks to be 
buying opportunities rather than a prelude to a longer 
term fall in equity markets.

UK	Stock	Comments
The biggest influence on the UK equity market over 
recent months has been the fall in commodity prices in 
general and oil in particular.  with oil hitting $45 a barrel 
in January we took the view that this was an opportunity 
to add to our exposure to oil in the expectation that the oil 
price would rise back to the marginal cost of production of 
closer to $70 a barrel.  we therefore added to our holding 
of Petrofac, whose price is leveraged to the oil price, at 
780p, following a sharp fall.  By the end of the quarter 
the oil price had risen to $53 and Petrofac was up by 
22%.  as the chart below shows, it was the energy sectors 
that underperformed in the first quarter, and despite the 
recovery in the oil price these sectors continue to lag the 
rest of the market.

with the Conservative party promoting the need for 
housebuilding in the general election campaign, it was 
not surprising that construction performed well and this 
sector has continued to be in favour.  The sector offers 
high earnings growth and attractive valuations, which we 
are accessing through Taylor wimpey and Keller, both of 
which have performed strongly this year.  we see further 
scope for outperformance over the balance of this year.

The other theme in the market at the moment is the 
growth of consumer demand as a result of wages rising 
at a rate well above inflation.  we are overweight in the 
Consumer Goods and Services sector which has been 
strongly outperforming in recent months through stocks 
such as Debenhams, wH Smith and the restaurant group, 
Mitchells and Butler.  BT has been another beneficiary 
of the evolving consumer boom and the stock continues 
to outperform as the company becomes increasingly 
involved in selling media content rather than being just a 
provider of communications hardware.  

  

UK Average Earnings on a Rising Trend

UK Equity Price Change by Sector - Q1 2015

Source: Reuters
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Source: Bloomberg
Source: Investment Property Databank Ltd

aLTeRNaTive iNveSTMeNTS

Commercial	Property
Commercial property prices continue to rise as the chart 
shows below, with gains now being more uniformly 
spread across the UK.  in London, valuations seem to have 
reached such an extreme that capital values are no longer 
rising.  However, London rents have now started to move 
up, offering investors scope for positive total returns 
even though capital values are stretched.  with so much 
uncertainty in the world, London remains attractive as a 
safe haven so it is hard to see any retracement in values 
in the near future.

we remain significantly overweight in property, with our 
exposure through funds that primarily have exposure to 
the main UK regional centres.  Here, we are seeing prime 
property values rising as economic activity is picking 
up and banks are now more willing to lend for property 
investment.  in addition, there are increasing flows from 
institutional investment funds looking for opportunities in 
the regional property market.  we expect this to support 
a rise in capital prices of around 10% this year, with some 
modest increases in rental income.

our model portfolios hold three property investments.  
The M&G fund focuses on prime properties in the regions, 
whilst the Threadneedle fund provides more exposure to 
secondary properties.  we also hold the Schroder Real 
estate investment trust, which provides a degree of 
leverage and also looks to boost returns through a modest 
amount of property development.  at present, property 
offers a more attractive risk / return tradeoff than equities 
or bonds, hence our overweighting in the sector.
 

Commodities

in our last quarterly review we said we expected 
commodity prices to pick up modestly this year as energy 
and industrial metal prices had fallen to levels that were 
reducing supply.  we have seen in the last two months 
an upturn in the oil price as US shale oil production has 
fallen but now we are approaching the $70 a barrel level it 
appears that supply and demand are closer to equilibrium 
and further rises in energy prices will require faster global 
economic growth or a reduction in oPeC production.  
Neither looks very likely in the short term.  

industrial metals prices have started to pick up in response 
to higher demand in particular from China.  ironically, as 
the Chinese economy has weakened so it has led the 
government to initiate new projects to stimulate growth 
and this, at a time when copper stocks are low, has led to 
a rise in metal prices.  we expect the rise will be limited 
by  the slow pace of global growth, though it does look 
as though a base has been formed close to current prices.

The gold price has rallied recently but we think this will 
not last if bond yields continue to rise and provide a more 
attractive, income producing alternative to gold.

Hedge	Funds
we expect the Paulson Merger arbitrage fund to continue 
to benefit from the high levels of corporate activity that 
typically occur when company profitability and cash flows 
are strong.  The invesco Perpetual fund should perform 
well in an environment where market trends become more 
predictable. Hopefully this year may see that happen.

Matthew Hunt
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Asset	Allocation	For	April	2015*
50%	Bond	/	43%	Equity	/	7%	Alternative	Model

*	This	table	shows	the	asset	allocation	agreed	to	be	applied	to	all	portfolios	for	the	current	quarter,	using	a	50/50	benchmark	
as	an	example.

Plough	Court,	37	Lombard	Street,		
London,	EC3V	9BQ

T:	+44	(0)20	7392	2800	

www.prospectwealth.co.uk

Important	Information
Issued	by	Prospect	Wealth	Management.	The	value	of	investments,	and	the	income	from	them,	
can	go	down	as	well	as	up,	and	you	may	not	recover	the	amount	of	your	original	investment.	
Past	 performance	 is	 not	 a	 reliable	 indicator	 of	 future	 results.	 Forecasts	 are	 not	 a	 reliable	
indicator	of	future	performance.	Where	an	investment	involves	exposure	to	a	foreign	currency,	
changes	in	rates	of	exchange	may	cause	the	value	of	the	investment,	and	the	income	from	it,	
to	go	up	or	down.	The	taxation	associated	with	a	security	depends	on	the	individual’s	personal	
circumstances	and	may	be	subject	to	change.

The	 information	 in	 this	 document	 is	 not	 intended	 as	 an	 offer	 or	 solicitation	 to	 buy	 or	 sell	
securities	 or	 any	 other	 investment	 or	 banking	 product,	 nor	 does	 it	 constitute	 a	 personal	
recommendation.	The	information	shown	is	believed	to	be	correct	but	cannot	be	guaranteed.	
Any	 opinion	 or	 forecast	 constitutes	 our	 judgment	 as	 at	 the	 date	 of	 issue	 and	 is	 subject	 to	
change	without	notice.	The	 research	and	analysis	 in	 this	document	have	been	procured,	and	
may	have	been	acted	upon,	by	Prospect	Wealth	Management	and	connected	companies	 for	
their	own	purposes,	 and	 the	 results	 are	being	made	available	 to	 you	on	 this	 understanding.	
Neither	Prospect	Wealth	Management	nor	any	connected	company	accepts	responsibility	for	
any	direct	or	indirect	or	consequential	loss	suffered	by	you	or	any	other	person	as	a	result	of	
your	acting,	or	deciding	not	to	act,	in	reliance	upon	such	research	and	analysis.

Prospect	Wealth	Management	(PWM)	is	a	trade	name	of	Raymond	James	Investment	Services	Ltd	
(Raymond	James)	utilised	under	exclusive	 licence.	Raymond	James	 is	a	member	of	 the	London	
Stock	Exchange	and	is	authorised	and	regulated	by	the	Financial	Conduct	Authority.	Registered	in	
England	and	Wales,	number	3779657.	Registered	office	77	Cornhill	London	EC3V	3QQ.

Strategic Benchmark Q2 2015 
Tactical 
weights

Weighting 
vs Strategic  
Benchmark

Min Benchmark Max

% % % % %

Cash: 0 0 10 2 +2

Bonds: UK Government 0 25 60 0 -25

UK Corporate 0 25 60 40 +15

Total Bonds 40 50 60 40 -10

Equities: UK 20 30 40 31 +1

US 0 7 16 6 -1

Europe (ex UK) 0 2 13 2 0

Japan 0 1 12 1 0

Asia / Emerging 0 3 12 4 +1

Total Equities 33 43 53 44 +1

Alternatives: Property 0 3 13 8 +5

Commodities 0 2 12 2 0

Hedge funds 0 2 12 4 +2

Total Alternatives 0 7 17 14 +7

Total 100 100 0

Source:	Prospect	Wealth	Management


