
REVIEW OF Q2 2015

The second quarter saw a reversal of the positive returns 
seen in the first quarter, with both bond and equity 
markets falling. This reflected a modest downward shift 
in growth expectations in both the US and the UK as 
currency strength in these economies reduced exports.  
In contrast, forecasts for growth in Europe were upgraded 
in response to a weaker euro.  Eurozone equity markets, 
however, were held back by concerns over the fate of 
Greece and its potential effects on the rest of Europe.  

Japan has been pursuing the same policy of trying to 
stimulate growth through currency depreciation and last 
quarter saw the yen depreciate against sterling by 7.5%.  
Although this supported the Japanese stock market, 
the total return on Japanese equities for a UK investor 
was still a negative -2%.  The Japanese market was not 
helped by a slowdown in China, which accounts for a fifth 
of Japanese exports.  There, an overvalued currency and 
high interest rates are being used to squeeze excessive 
investment out of the economy.  The result has been the 
bursting of the Chinese stock market bubble as well as 
slower growth.

•	 We expect UK consumer spending to accelerate in the second half of 2015 and drive growth.

•	 Although wages are accelerating, UK interest rates should remain on hold until 2016.

•	 	Bond yields should continue to rise but our defensive positioning is producing positive returns.

•	 	Equity markets should benefit from faster growth in the second half of 2015.  The UK is best value.

•	 Commercial property prices continue to rise and we remain overweight in this sector.

Prospect	Bond	Holdings	Outperform
Even though UK growth forecasts were scaled back, 
inflation expectations increased as unemployment fell 
and wages rose, reaching 2.7% during the quarter.  In 
addition, the Bank of England was at pains to prepare 
the markets for a rise in interest rates at some point in 
the next nine months, so it was not surprising that 10 year 
government bond yields rose over the quarter from 1.6% 
to 2.0%, representing a -3.6% total return.  We have been 
expecting yields to rise for some time and had positioned 
the bond holdings to benefit from this environment with 
suitable corporates and bonds with floating rate coupons.   
For example, our holding of Premier Oil rose by 5% over 
the quarter as the oil price saw a modest recovery. The 
result was that our bond holdings appreciated in value by 
0.2% over the quarter.  This highlights the attraction of 
direct investment in individual securities.  

UK	Consumer	Stocks	In	Favour
The mix of slower growth forecasts and higher bond yields 
was sufficient to hold back the overall UK stock market, 
which fell by 2.8% over the quarter.  The surprise election 
of a Conservative majority government had little impact 
on the stock market, as we had expected, though some 
sectors did benefit, such as housebuilding stocks.  More 
significant was the effect of the rise in wages, which resulted 
in consumer orientated stocks performing particularly 
well.  We had a substantial overweighting in this area so 
our UK holdings showed a strong outperformance over 
the quarter with a total return of 1.8%.    

SUMMARY
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Prospect Wealth Management: Performance of Model Portfolios at 30 June 2015

Last 3 Months Last 12 Months

Model Portfolio Prospect Benchmark Prospect Benchmark Benchmark Name

% % % %

Low Volatility Portfolio -1.0 0.2 3.1 0.5 3 month LIBID

Bond 0.2 -3.3 2.4 7.3 FTSE 5-15 / IBOXX

UK Equity 1.8 -2.8 8.6 0.2 FTSE 100

UK Equity Funds -0.5 -2.8 6.7 0.2 FTSE 100

UK Alpha 1.4 -2.8 11.2 0.2 FTSE 100

International Equity -4.7 -6.0 8.4 8.5 FT All World ex-UK

Equity Alternatives -0.3 2.4 -0.4 -1.1 Prospect Composite*

* IPD Property index, DJUBS Commodity index, HFRX Directional index

It has been notable that the larger companies in the mining 
and pharmaceutical sectors have performed poorly over 
the last quarter whilst the mid-sized companies that are 
sensitive to the economic cycle have performed much 
better.  We have a high exposure to the latter stocks 
and benefited from this, not just over the past quarter 
but also over the past 12 months, as can be seen in the 
performance table below.  The Alpha portfolio, with its 
highly contrarian style, has done particularly well over the 
past 12 months, outperforming the FTSE 100 by 11%.  

International	Equities	Weaken
In the last quarter international markets gave back some 
of the strong gains  seen over the past year, though our 
international equity model portfolio outperformed the 
benchmark with a return of -4.7%.  The European markets 
produced the weakest returns despite an improving 
economic outlook, largely because of the uncertainty 
caused by Greece.  However, this was where we had the 
strongest relative performance with the Fidelity European 
Values fund showing little change over the quarter.  
Having seen these markets sell off, we increased European 
exposure through the addition of the Threadneedle 
European fund.  The US market was little changed in local 
currency terms, as a stronger housing market and close 
to record car sales raised expectations that consumer 
demand would boost corporate profits in the second 
half of this year.  The currency weakened against sterling 
though, as expectations for a rate rise were pushed back 
to December rather than September.  

Japan was the best performing market in local currency 
terms largely due to another currency devaluation as 
the Bank of Japan sought to support an economy where 
growth was slipping backwards after a strong start to the 
year.  We have little exposure to Japan, nor to China, the 
worst performing of the international markets.

Alternatives	Mixed	Results
The UK commercial property index showed a faster rate 
of  return over the quarter, up 3.7%.  The Schroders Real 
Estate fund was down 3% but its underlying assets are 
growing at a 10% annual rate and it offers a 4% dividend.  
The two other funds in the model, which are focused on 
regional property markets, were each up 3% over the 
period.  The property market has remained robust, with 
office, industrial and retail sectors all performing well, 
justifying the continuation of our significant overweighting  
to this asset class.

Commodities produced a positive return in dollar terms, 
though returns from different commodities were mixed.  
Oil rose by 10%, but industiral metals were flat and gold 
fell by 1%.     
 
Hedge funds benefitted from positive returns from the 
Paulson Merger Arbitrage fund, which was up 2.0% over 
the quarter,  demonstrating that it has a low correlation 
to bond and equity markets, as intended.  The Invesco 
hedge fund moved more in line with equity markets over 
the quarter and declined by -1.5%.

The Low Volatility Portfolio produced a -1.0% return, 
one of the rare occasions when the portfolio has produced 
a negative quarterly return.  The securitised loans and 
ground rents funds continued to provide predictable 
positive returns and the bond investments produced 
small positive returns, a good outcome in a weak market.  
However, the two hedge funds produced negative returns, 
reflecting declines in bond and equity markets, and the 
infrastructure fund (HICL) gave back a small part of the 
strong gains we have seen in recent months.  Finally, 
MedicX, the investment in rental income from medical 
practices, traded down to the lower end of its range.  We 
expect a recovery in the LVP over the next quarter.

Source:Thomson Reuters
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Total Return Local Total Return Sterling

                  
30th Jun 

2015

3 mths to 
30th Jun 

2015          
%

12 mths to 
30th Jun 

2015 
%

3 mths to 
30th Jun 

2015 
%

12 mths to 
30th Jun 

2015 
%

Currency v Sterling Rate

US dollar 1.57 -5.7 8.9 

Euro 1.41 -2.1 -11.4 

Yen 192 -7.5 -9.9 

Cash (3m) Yield %

UK 0.55 0.2 0.5 0.2 0.5 

USA 0.23 0.1 0.2 -5.6 9.2 

Euro -0.11 0.0 0.1 -2.1 -11.3 

Japan -0.15 0.0 0.0 -7.5 -9.9 

Gov’t Bonds 10yr Yield %

UK 2.03 -3.6 8.5 -3.6 8.5 

USA 2.33 -3.0 4.2 -8.5 13.4 

Germany 0.77 -5.6 5.9 -7.5 -6.2 

Japan 0.46 -0.5 1.7 -7.9 -8.4 

Equities Index

UK FTSE 100 -2.8 0.2 -2.8 0.2 

USA S&P Comp 0.4 7.6 -5.3 17.1 

Germany DAX -7.9 14.1 -9.9 1.0 

France CAC -4.1 11.5 -6.1 -1.2 

Spain SMSI -5.0 1.6 -7.0 -10.1 

Italy BCI Gen -2.3 8.3 -4.3 -4.1 

Japan Topix 6.1 31.0 -1.9 18.0 

Australia All Ord -5.6 7.0 -9.8 -4.8 

Hong Kong Hang Seng 6.3 16.8 0.3 27.2 

Alternatives Index

Property IPD 3.5 16.6 3.5 16.6 

Commodities DJ UBS 4.7 -23.7 -1.3 -16.9 

Hedge Funds HFRX -0.1 3.7 -5.8 12.9 

Source:	Reuters

Total Returns in Local Currency	 
and in Sterling Terms 

3 months and 12 months to 30th June 2015
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US UK Eurozone Asia
GDP Growth 

Q2	 GDP	 growth	 expected	 to	 rise	
to	 2.7%	 annualised	 after	 only	 0.2%	
annualised	in	Q1.	
Consumption:	 Still	 a	 consumer	 led	
recovery.	 May	 consumer	 spending	
+0.9%	 MOM,	 strongest	 rise	 since	
2009.	Strong	auto	sales	and	housing	
market.	 High	 	 Q1	 savings	 rate	 of	
5.7%,	 rising	 wages	 and	 ebbing	
gasoline	prices	can	fund	spending	in	
H2/15.		
Production:	 Industrial	 production	
+0.3%	YOY	in	June	on	strong	mining	
and	 utility	 output.	 The	 fall	 in	 oil	
equipment	 production	 is	 abating.	
Q2	 auto	 production	 the	 highest	
since	 2005.	 Manufacturing	 PMI	 for	
June	was	 53.5,	 a	 5	month	 high,	 led	
by	 building	 materials	 and	 furniture.	
Investment:	 June	 home	 sales	 rose	
3.2%	 annualised	 to	 an	 8	 year	 high.	
Business	 equipment	 spending	 rose	
just	 0.4%	 in	 May	 and	 just	 0.9%	 in	
Q1/15.	 Capacity	 utilisation	 only	 at	
78%,	 too	 low	 for	 strong	 business	
investment.	Trade:	Strong	dollar	and	
improving	US	consumer	spending	are	
widening	 the	 trade	 gap.	 Weak	 net	
exports,	 also	 the	 result	 of	 renewed	
offshoring	trend,	are	a	drag	on	GDP.	
Q1	trade	deficit	highest	in	6	years.

UK	 Q2	 GDP	 growth	 accelerated	
to	 0.7%	 QoQ.	 GDP	 now	 up	 to	
2008	 level.	 Consumption:	 Falling	
retail	 prices	 	 caused	 	 flat	 	 retail	
sales	 in	 May	 and	 -0.2%	 in	 June.	
Q2	 growth	 led	 by	 financial	 and	
business	 services.	 Consumer	
confidence	 is	 helped	by	 high	 real	
wage	 growth	 from	 low	 inflation	
and	unemployment	at	a	7	year	low,	
but	 hindered	 by	 slowest	 	 house	
price	growth	since	10/2012.
Production:	 Q2	 ind’l	 prod’n	 +1%	
on	 reviving	 oil	 and	 gas	 output	
making	 up	 for	 a	 0.3%	 decline	 of	
manufacturing	 to	 a	 2	 year	 low.	
Manufacturing	 still	 4.4%	 below	
the	 pre-crisis	 peak.	 	 Investment:	
Business	 investment	 is	 starting	
to	 add	 to	 GDP	 growth.	 Should	
improve	 	 as	 	 June	 capacity	
utilisation	 reached	 83%	 (peaked	
at	85%	in	2007	pre	crisis).	Business	
investment	 and	 house	 building		
should	 recover	 as	 Tory	 majority	
restores	 confidence.	 Trade:	 Large	
trade	deficit	a	result	of	robust	UK	
consumption,	 including	 imports.	
QE	in	the	EZ	may	increase	demand	
for	UK	exports.	

ECB	 sees	 EZ	 recovery	 to	 1.9%	 by	
2016	 lifted	 by	 QE.	 Greek	 crisis	
fading,	contagion	unlikely.	
Consumption:	 May	 EZ	 retail	 sales	
+2.4%	 YOY	 (2.3%	 expected).	
Discretionary	 spending	 rising	
strongly.	 Consumer	 confidence	
jumped	 after	 QE	 was	 announced,	
also	 helped	 by	 low	 fuel	 prices	 and	
real	wage	growth	allowing	for	more	
discretionary	 	 spending.	 EZ	 jobless	
rate	 	 declining	 slowly	 from	 peak	
of	 12%	 in	 2013	 to	 11.1%	 in	 May.	
German	 	 jobless	 rate	 6.4%	 in	 June,	
but	12.4%	in	Italy,	22.4%	in	Spain.	
Production:	 EZ	 Durable	 Goods	
order	 rose	 in	 Q2.	 July	 German	
business	 confidence	 improving,	 as	
YTD	 10%	 drop	 in	 EUR/USD	 should	
help	exports.	April	 industrial	output	
+1.1%	YOY	but	slowed	in	June	MOM.	
Uncertainty	 over	 Grexit	 is	 causing	
business	confidence	to	weaken	after	
firming	 on	 ECB’s	 QE.	 Investment:	
Capital	 goods	 production	 +2.1%	
YOY	as	CAPEX	set	to	improve.	
Trade:	 Overall	 EU	 trade	 surplus,		
owing	 to	 surpluses	 in	 Germany,	
Ireland,	 Norway,	 Sweden,	
Switzerland,	Netherlands.		

China:	Market	crash	postponing	structural	
reforms.
Consumption:	 Beware	 negative	 wealth	
effect	of	equities	crash	on	spending.	June	
passenger	 car	 sales	 fell	 3.4%	 YOY,	 after	
+9.5%	in	March.	
Production:Q2	 ind’l	 prod’n	 accelerated	
on	 monetary	 easing,	 but	 July	 PMI	 	 48.2	
on	 weak	 commodity	 prices,	 weak	
domestic	and	European	demand.	Chinese	
wage	 rises	 shift	 production	 to	 SE	 Asia.	
Investment:	 	 Easy	 credit,	 lower	 interest	
rates	 	 encouraging	 CAPEX.	 Trade:	 June	
exports	+2.1%	YOY,	while	 imports	 -6.7%	
YOY,(-18%	YOY	in	May!),	on	weak	domestic	
demand,	low	import	prices.	
Japan:	 2015/Q2	 GDP	 -2.5%	 annualised,	
3.9%	 growth	 in	 Q1.	 forecast	 1%	 2015,	
1.4%	2016.
Consumption:	 Consumers,	 apart	 from	
young,	don’t	 spend,	 as	wages	not	 rising.	
Lower	real	household	incomes	on	weaker	
yen.		Production:	BOJ	predicts	recovery	in	
Q3	after	weak	Q2.	June	PMI	50.1,	barely	
expansionary.	 Investment:	 Q2/15	 Capex	
rose	 5.6%	 YOY,	 after	 7.3%	 YOY	 in	 Q1	
on	Tokyo	2020	Olympics.	Trade:	 	 Japan’s	
trade	deficit	caused	by	oil	imports	since	it	
shut	nuclear	plants.	Exports	hit	by	Chinese	
slowdown.	 JPY/USD	 firmed	 in	 June	 from	
10	yr	weak	point.

Inflation   		

June unemployment fell to 7 year 
low of 5.3% as people left the 
labour market, so not inflationary for 
consumer goods in medium term as 
total spending power declines, but is 
driving wages +5% YOY. In May CPI 
recovered to 0% from -0.2% in April. 
Rent, energy up MOM, but collapse 
in import prices keeping CPI low. 

June CPI retreated to 0.0% after 
0.1% in May.  After June, the YOY 
fall in energy will drop out, inflation 
should turn positive again. Also oil 
price has recovered 18% from its 
January low  in Sterling. In Q1 UK 
non-financial sector wages rose 
5.5% YOY.

EZ CPI recovered to 0.3% in May, 
then slipped back to 0.2% in June,  
coming from -0.6% in January. Low EZ 
inflation will probably continue, which  
justifies easy monetary policy and QE. 
Spain, Ireland, Italy and  Greece have 
deflation. Structural reforms  in Italy 
may restore growth and hopefully 
avoid asset (property) deflation.

China:	June	CPI	1.4%	(down	from	6.5%	in	
2011).	 Target	 is	 3%.	 CPI	 deflation	 a	 risk.	
June	PPI	-4.8%,	40th	month	of	decline,	on	
excess	production	capacity,	falling	energy	
prices,	 weak	 domestic	 demand.	 Japan:	
Inflation	 from	 	 April	 2014	 sales	 tax	 hike	
dropped	out,	May		CPI	is	0.5%	(3.7%	a	year	
ago).	 	BOJ	may	 remeasure	 	 	 rental	 	 cost	
which	 would	 raise	 CPI	 to	 1.5%.	 Jobless	
rate	down	to	3.3%	yet	no	wage	inflation.

Monetary Policy   		

Despite weak jobs report (June 
wages +2% YOY, +2.3% in May), 
the Fed is expected to make 
first rate rise in September. 
Rate rises will be very gradual.

BOE Governor Carney has brought 
expected timing of first rate rise 
in 7 years forward to early 2016, 
which is lifting sterling. Timing 
depends on inflation, pace of 
job gains and wage growth.
 

EZ bank lending to firms and 
households increasing with ECB’s 
targeted long term loans to banks. 
Greece has imposed capital controls 
and shut banks temporarily. More 
EUR/USD weakness expected. 

China:	 PBOC	 lowering	 rates	 and	 reserve	
requirements.	 Stock	 market	 regulator	
intervening	in	vain.	Crash	not	over.	PBOC	
may	 cut	 reserve	 requirement	 again	 in	
H2.	 	Yuan,	now	the	2nd	most	used	trade	
currency,	soon	to	be	IMF	reserve	currency.	
Japan:	 More	 QE	 is	 expected	 in	 Q3	 to	
reverse	 strengthening	 in	 YEN/USD.	

Fiscal Policy   

Budget deficit in May was $82.3 bn vs 
$130 bn a year ago.  Should reduce 
further with higher tax revenues from 
job creation.  Budget deficit forecast 
shows normalisation at 2.5% for 
2015. Fiscal spending can become 
less austere, neutral for growth.

Budget deficit forecast to narrow 
steadily from 5.4% in 2014 to 
1.7% of GDP in 2017. Living wage 
puts burden on firms while easing 
government welfare spending; but 
firms helped by gradual corporation 
tax cuts. Bank levy pared to 
discourage banks quitting UK.

Greek government agreed to stay 
in Euro and accept conditions 
of creditors. Must require new 
government as  anti-austerity Tsipras 
unlikely to  implement measures.  
Grexit unlikely to bring contagion 
as Spain and Italy witness the pain.

China:	 Slowdown	 reducing	 revenues,	
infrastructure	 spending	 rising,	 budget	
deficit	ballooning,	as	China	prioritises		7%	
growth	 target.	Japan:	PM	Abe	 failing	 	 to	
inflate,	tax	and	grow	its	way	out	of	debt,	
now	 226%	 of	GDP.	 	Next	 	 sales	 tax	 rise	
not	till	2017.	Corporation	tax	reduced,	but	
growth	elusive.

Macroeconomic	Outlook	as	at	July	2015
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Economic	Forecasts	as	at	July	2015

MARKET OUTLOOK

Interest	Rates	&	Currencies
Our expectation is that growth in the second half of this 
year will pick up in the US and the UK as consumers 
increase spending in response to higher wages and 
evidence that low oil prices are likely to persist.  There 
are signs this process is already under way.  In the US, 
consumer confidence is at a cyclical high and car sales 
are also strong, as the chart opposite shows.  The result 
has been more hints from the US central bank that the 
first rise in interest rates for 9 years is imminent, with 
September expected by most economists to see a 0.25% 
increase.  This is not a foregone conclusion, however.  The 
appreciation in the dollar over the past year is estimated 
to have caused a drag on the economy equivalent to a 2% 
rise in interest rates.  Why then raise rates when inflation 
remains close to zero?  In addition, capital expenditure 
by US corporations remains lacklustre, so much so that 
Hilary Clinton is making this issue a cornerstone in her 
Presidential election campaign.  Nevertheless, if growth 
does accelerate as we expect, then a September rate rise 
is certainly on the cards.

The UK appears to be heading for a stronger period of 
growth as wage increases of a healthy 3.2% are fuelling 
higher retail sales.  Business investment has also been 
revised up to a 2.0% growth rate, in contrast to the US.  
Despite these positive economic indicators, headline 
inflation  remains at 0% and the pressures for an interest 
rate rise appear less pressing than in the US.  Although 
goods purchased were recently reported to have risen 
by 4.0%, the average amount spent only increased by 
0.9%.  The reason is that prices have fallen by 3%, thanks 
to the  decline in the oil price and the deflationary effect 
of the strong pound on import prices.  There has been 
much talk of the need to improve UK productivity, which 
has not grown at all in the last 5 years, if inflationary 
pressures are to be contained over the medium term.  

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 2.3 2.8 5.3 5.3 0.1 0.3 -2.9 0.25 0.2 -2.5

UK 2.5 2.3 5.6 5.4 0.0 0.3 -5.8 0.5 0.5 -4.9

Eurozone 1.5 1.7 11.1 11.1 0.2 0.2 -2.4 0.05 -0.2 2.7

Japan 1.0 1.4 3.3 3.4 0.5 0.9 -5.1 0.07 -0.4 2.6

China 7.0 6.7 4.1 4.1 1.4 1.5 -1.8 5.1 3.7 2.5

Source: Reuters

The recent budget  focused on this issue, with George 
Osborne  providing incentives to invest in transport, 
improve competitiveness and build more houses.  Even 
the increase in the minimum wage can be interpreted as a 
measure to raise productivity, by encouraging companies 
to invest in equipment to make their more costly staff 
more productive.  The prize for success is huge, as if the 
UK were to reach US levels of productivity the average UK 
household income would rise by £21,000.  This will hardly 
happen overnight of course.  

This positive outlook for the UK economy has been 
reflected in sterling strengthening to the point where 
it is now overvalued against all the major currencies on 
the basis of purchasing power parity.  Against the euro, 
representing our major trading partner, sterling is 23% 
overvalued (see the chart overleaf), creating a significant 
headwind for UK exports.  Even against the US dollar, 
sterling is 9% overvalued. This combination of a strong 
currency and low inflation means that the Bank of England 
(“BoE”)  is likely to be cautious about raising interest rates, 
so we still do not expect to see a rate rise until next year.

In Europe, the quantitative easing started at the beginning 
of this year has provided a kick-start to the economy 
primarily through promoting the depreciation in the 
euro, helped by a low oil price.  Corporate profits have 

US Consumer Confidence Drives Car Sales
Source: Bloomberg, Economist

Source: Thomson Reuters Datastream Build Number: 7711

Page 1 of 1Printable Chart

28/07/2015http://product.datastream.com/dscharting/ChartPreview.aspx?previewMode=print&print=true&ICFOApp=Excel&cssstyle=ALL
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BONDS EQUITIES				
As at 30 
June 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  1.6 2.3 0.7 0.4 -0.2 S&P 500 17.4 3.4 2.1 4.3 11.9 13

UK 1.6 2.0 0.4 0.5 -0.6 FTSE 100 15.9 4.3 4.0 30.4 11.8 15

Germany 1.3 0.8 -0.5 0.6 -0.5 EURO Stoxx  15.9 5.5 3.1 49.4 13.3 25.4

Japan 1.4 0.5 -0.9 0.1 -0.1 Topix (Japan) 15.7 5.9 1.8 18.1 9.5 16

China 21.6 1.0 1.7 24.1 13.7 63

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.

around 0% to the long term average of 2.0%.  Consumer 
price inflation is currently at 0%, but as the fall in the oil 
price drops out of the annual comparison, so reported 
inflation will rise closer to the BoE’s target of 2.0%.  
Already core inflation (ex food and energy) is running at 
1.5%.  The current weak outlook for commodity prices is 
likely to restrain bond yield rises (i.e. price falls) over the 
next three months, but thereafter the acceleration that we 
expect in economic growth and the rise in wages is likely 
to put upward pressure on bond yields.

We are positioned to avoid bond losses in this scenario, 
with our bond holdings comprising high yielding, 
short dated corporate bonds and bonds with floating 
rate coupons that will rise as interest rates rise.  This is 
demonstrated by the experience of the last quarter, when 
10 year government bond yields rose by 0.5% and the 
portfolio still produced a positive total return.  We are in 
the process of liquidating our convertible bond holding 
and switching into a corporate bond with a blended fixed  
and floating rate coupon with a yield of 5.125% that we 
expect will produce a more predictable return in these 
uncertain times.

responded to the weaker currency and demand for bank 
loans is rising as companies start to increase investment 
spending.  Business surveys are close to a cyclical high, 
having faltered only slightly in the past month in response 
to the Greek crisis.  Consumer demand is also picking up 
in response to the oil price and a modest improvement 
in employment.  These are all positive signs that Europe 
is now past the worst of its downturn and forecasts for 
GDP growth have been raised to 1.5% for this year, 
admittedly still below trend, but the direction of travel is 
encouraging. We remain a long way from any increase in 
interest rates and our expectation is that the quantitative 
easing programme will continue to the second half of 
2016.

The key uncertainty for Europe is whether Greece will 
remain in the eurozone.  Although the Greek parliament 
has recently agreed to the reforms demanded by 
the international creditors, the level of Greek debt 
is unsustainable.  Ultimately, concessions over debt 
repayment will have to be made in return for sustained 
structural reforms.  Whether Germany is prepared to 
countenance such a redistribution of wealth from the rich 
to the poor countries of Europe will be the question that 
determines the fate of Greece and perhaps the future of 
the eurozone. For now, although we expect the Greek 
issue to rumble on, we do not expect it to materially affect 

European interest rate policy in the near term.

UK	Bonds

As we approach the time that the BoE starts to raise 
interest rates, so the risk of a further sell-off in bonds 
increases.  Historically, the 12 months after the start of 
monetary tightening sees the largest part of the upward 
move in the bond cycle as the market anticipates the 
normalisation of real yields from the current level of 

Sterling 22% Overvalued vs Euro

Source: Valu Trac Research
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Source: Valu-Trac

Business Surveys Point to Expansion

Source: Bloomberg

Global	Equities
The lacklustre trends in equity markets over the past three 
months reflects a combination of a slowdown in economic 
growth in the US and UK, worries in Europe over the risk 
of a Greek euro-exit and concerns in Japan over the fall 
in the Chinese equity market.  We expect each of these 
factors to moderate in the coming months and allow 
equity markets to make renewed upward progress.

The latest business surveys are shown in the chart below 
and point to robust expansion in the US, the UK and 
Europe.  The trends are weakening slightly in the US 
and UK due to the strong currency, but the services side 
of each economy remains strong.  In Europe, the weak 
currency is supporting an expansion in manufacturing 
activity though the latest data indicate that worries over a 
Greek exit is hitting confidence.  As we have commented 
in the previous section, we expect low oil prices and 
accelerating wage growth to promote faster economic 
growth driven by consumer demand in the second half of 
this year in each of these markets.  

The UK stock market, which is at a level little changed  
from two years ago, remains the cheapest of the major 
markets.  As the chart opposite shows, UK equities are 
particularly attractive compared to bonds and the cash 
flow yield of 5.8% is modestly higher than the long term 
average.  Even though interest rates may be raised early 
next year, we expect the pace of change will be gradual 
and will have little effect on the equity market.  Historically, 
the faster economic growth that normally accompanies a 
rate rise more than compensates for the negative impact 
of higher rates, at least in the early stages of the cycle.  
Merger and acquisition activity has been high as the 
cost of financing is currently so cheap.  Our focus on 
investing in undervalued companies means that we have 
participated in more than our fair share of acquisitions 

and we expect this will continue.   Additionally, we would 
hope that the measures introduced in the budget to boost 
productivity may start to enhance company earnings over 
the course of next year and provide a further support for 
the stock market.  A potential risk is that the forthcoming 
referendum on the European Union will unsettle UK 
equities.  However, the threat of a Greek exit appears to 
be playing into the hands of the pro-Union camp.  With   
Greece threatening turmoil in Europe the last thing Europe 
needs is for the UK to leave at the same time.  As a result, 
David Cameron is likely to receive a more sympathetic 
hearing to his requests for reforms that will strengthen the 
case for remaining in the European Union. Our weighting 
in the UK market is thus in line with our benchmark.

In the US, company earnings appear to have peaked in 
the face of rising wage costs, weak productivity due to low 
investment spending and the strong exchange rate. The 
market is expensive both in absolute terms and relative 
to its past history, so we have positioned portfolios  to 
be underweight in US equities.  Nevertheless, we do not 
see huge risks in the US market as growth should pick up 
in the second half of this year.  There may well be some 
nervousness ahead of a possible rate rise in September, 
but we expect this will be short lived.

European stock markets have fallen from their highs on 

fears over Greek euro exit and this gave us the opportunity 

to take our European equity investment overweight.  The  

European economy appears to be responding faster 

than we had expected to the fall in the euro.  Corporate 

capital expenditure is rising, bank loans are increasing and 

productivity is improving.  The result is higher corporate 

earnings and strengthening consumer confidence.  In 

this environment, even if Greece does end up leaving 

the euro,  we would not expect it to undermine the 

improving outlook for corporate profits.  Europe is in the 

early stages of recovery and Mario Draghi, the governor 

UK Equity Value Remains Attractive vs Bonds
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Source: Bloomberg

of the European Central Bank (“ECB”) has indicated 

that he does not expect to stop the quantitative easing 

programme until September 2016.  This gives companies 

the confidence to invest and supports expectations that 

company earnings will rise strongly through next year.

The Japanese stock market continues to be propelled 
upwards by a weak yen but with sterling now almost 
40% overvalued against the yen, it is questionable 
whether this policy is sustainable for much longer.  The 
structural reforms, which require corporate profits to be 
redistributed to the consumer, are happening too slowly 

to allow Japan to reduce its excessive debt levels.  
Meanwhile, we expect that Chinese growth will continue 
to slip and this will negatively impact Japanese profits.  
China accounts for some 20% of Japanese exports.  As 
the chart above shows, the Chinese stock market is still 
overvalued compared to an equilibrium price earnings 
ratio that we estimate to be closer to 12 times earnings 
rather the current 15 times.  That means the Chinese stock 
market could fall another 20%, undermining confidence 
and consumer spending.  This would exacerbate the 
downturn in property prices and corporate profits caused 
by high interest rates and an overvalued currency.  

The slowdown in the Chinese economy has impacted on 
industrial metal prices with knock-on effects in Australia 
and the mining sector of the UK stock market.  However, 
the effect on the global economy has so far been muted 
and we expect the response from the Chinese authorities 
in the form of lower interest rates and ultimately a 
devaluation in the yuan will underpin economic growth 
in China.

UK	Stock	Comments
One of the biggest influences on the FTSE 100 has been 
its heavy weighting in large pharmaceutical companies. 
Increased global competition for generic drug production, 
in particular from Indian companies, has caused earnings 
forecasts to be revised down and share prices to fall. 
Our only holding in this sector is Smith & Nephew, which 
fared better than the sector as a whole due to its focus on 
surgical devices rather than drug production. In addition, 
we had overweight positions in the three best performing 
sectors, real estate, telecoms and general retailers. 

Again the oil sector and mining stocks proved to be 
lacklustre.   However, we are maintaining our existing 
holdings in anticipation of a rebound from what we believe 
is an oversold position.  

Amongst the best performing model holdings during 
the quarter were the consumer cyclicals that benefited 
from increased consumer spending within the UK. W H 
Smith, one of our longest standing holdings, performed 
particularly well and the price moved into “Sell” territory 
in our valuation model after a rise of 28% in the four 
months to April. We sold the holding, following our 
normal disciplines, realising a 150% outperformance since 
purchase in February 2012. The price subsequently fell.
 
Continued activity in mergers and acquisitions, particularly 
in the technology and telecoms sectors, has seen two of 
our holdings become targets of takeover bids. We took 
profits on Pace Plc, which was held in the Alpha portfolio, 
following a bid from US telecoms group Arris that allowed 
us to lock in a 72% profit on the purchase price. In July 
we also sold our main portfolio holding of Alent Plc, the 
specialty chemicals and materials producer, following a 
takeover bid from US group Platform Specialty Products, 
realising a 47% profit since we purchased it last October.   

  

Chinese Stock Market has Further to Fall

UK Equity Price Change by Sector - Q2 2015

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

ALTERNATIVE INVESTMENTS

Commercial	Property
Commercial property returns have accelerated recently, 
contrary to our expectations.  The office sector was up 
1.8% in June alone, with capital values rising both in 
Central London and the rest of the UK.  The industrial 
sector was also robust, up 1.7%, whilst retail property was 
up 0.9%.  We had expected little capital growth in London, 
given the elevated valuations there, but continued flows 
of investment capital are driving up prices. New lending 
for commercial property in the second half of 2014, the 
latest period for which data is available, was up 31% YOY 
to £25.6 billion and there is no sign of a deceleration.

With the prospect of higher interest rates at some point 
next year we expect capital growth to slow.  However, 
rental growth has accelerated from 0.6% in 2013 to 3.5% 
on average across the UK in the first half of this year.  We 
expect this trend to continue, in particular in the regions 
outside Central London, where there is more scope for 
capital growth as well.  We remain significantly overweight 
in commercial property and expect returns of around 10% 
from the sector this year. 

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 trade-off than equities 
or bonds, hence our overweighting in the sector.
 

Commodities

We expect the oil price to remain in the $45 to $65 range 
over the next year as Russia is maximising its output in 
the face of sanctions and Saudi Arabia has the capacity to 
pump enough oil to keep the price below the $65 level 
at which US fracking production becomes economic.  In 
the longer term, technological advances will bring down 
the cost of fracking so US production should increase 
and Iranian production will also come on stream now that 
sanctions there are being lifted.  As a result, we do not 
expect to see $100 / barrel oil again for a long time.

Between the end of March and the beginning of June 
agricultural commodities performed particularly well. 
Corn was up 7% during the period as bad weather in 
the US cornbelt battered crops, causing US inventory 
forecasts to fall by over 20%. Freight costs and high US 
export prices are making North America uncompetitive in 
the global wheat market, so we expect US exports to be 
scaled back which should be bearish for US wheat prices.

The gold price is trending lower and we think this will 
continue as interest rates start to rise and deposits 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 fund should perform well 
if market trends become more predictable. Hopefully the 
second half of 2015 will see this happen.

Matthew Hunt
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Asset	Allocation	For	July	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	Broadwalk	House	5	Appold	Street	London	
EC2A	2AG.

Strategic Benchmark Q3 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 5 -2

Europe (ex UK) 0 2 13 5 +3

Japan 0 1 12 1 0

Asia / Emerging 0 3 12 2 -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


