
Review of q1 2016 
The first quarter of 2016 was another rollercoaster ride 
for markets.  In January,  the threat of a further economic 
slowdown in China and a devaluation of the yuan (the 
Chinese currency) led to fears  this could be the catalyst 
that triggered a recession in the developed economies.  
Evidence of a sharp slowdown in US manufacturing 
appeared at the same time, exacerbating concerns that 
the current expansion, now somewhat long in the tooth 
after six years, may be coming to an end.  The result was 
a sharp sell-off in corporate bonds and equity markets in 
the first two months of the year, whilst government bonds 
benefited from a flight to safety.

In the event, these fears proved exaggerated and in 
March we saw a rebound in equity markets and corporate 
bonds. The yuan was not devalued and instead Chinese 
policymakers announced measures to stimulate the 
economy.  In the US, a fall in the dollar and continued 
strong growth in employment restored confidence in 
the resilience of the US economy. As the table opposite 
shows though, returns  from many equity markets were still 
negative for the quarter  and the resilience of government 
bonds shows that uncertainty over the outlook has not 
gone away.

Brexit Fears Hit Sterling
Sterling fell against all the major currencies over the 
quarter as polls for the EU referendum showed the “Leave” 
campaign gaining ground.  Similarly, UK government 
bonds benefitted from their safe haven status as markets 
took the view that a decision to leave would have negative 
economic consequences for the UK, at least in the short 
term.  UK property, the best performing asset class of the 
past 12 months, continued to produce positive results, 
though the pace of growth is slowing.  Commodity markets, 

Total Returns in Local Currency 
Last Quarter and Last 12 Months

•	 Earlier	fears	of	Chinese	currency	devaluation	leading	to	US	recession	were	exaggerated.

•	 	We	expect	below	trend	but	positive	growth	in	the	major	economies	this	year.	

•	 UK	gilts	are	being	supported	by	referendum	uncertainty	but	rising	inflation	is	a	warning	sign.	

•	 Company	earnings	growth	is	slowing	in	most	markets	but	renewed	stimulus	should	underpin	equities.
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which had fallen to a level last seen in 1998, saw a rebound 
over the quarter, which has been hailed in some quarters 
as a turning point. Finally, hedge funds continued to find it 
difficult to navigate these volatile market conditions.

Total	Return	for	Market

3	months	 
to 31 Mar

12	months 
to  31 Mar

% %

Currencies	v	£ Rate

US dollar
Euro
Yen

1.44
1.26
162

2.6
7.5
9.7

3.2
9.4

10.1

Cash	(3m) Yield %

UK 
USA
Euro
Japan

0.68
0.79
-0.35
-0.38

0.2
0.2

-0.1
-0.0

0.6
0.4
0.0

-0.1

Bonds	(10yr) Yield %

UK
USA
Germany
Japan

1.42
1.78
0.16
-0.04

5.5
5.0
4.2
3.2

3.1
3.3
0.5
4.8

Equities Index

UK
USA
Germany
France
Spain
Italy
Japan
Australia
China

FTSE 100
S&P Comp
DAX
CAC
SMSI
BCI Gen
Topix
All Ord
Shanghai C

0.1
1.4

-3.0
-4.6
-7.9

-12.5
-10.3

-2.0
-15.1

-5.3
2.0

-14.2
-9.9

-18.9
-18.8
-11.1

-6.5
-19.9

Alternatives Index

Property
Commodities
Hedge Funds

IPD
DJ UBS
HFR

1.8
0.4

-6.5

12.5
-19.6
-17.5

Source: Reuters
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Prospect	Wealth	Management:	Performance	of	Model	Portfolios	at	31	March	2016

Last 3 Months Last 12 Months

Model	Portfolio Prospect Benchmark Prospect Benchmark Benchmark	Name

% % % % Total Returns

Low	Volatility	Portfolio 1.2 0.2 3.4 0.6 3 month LIBID

Bond 0.9 3.9 -5.5 2.5 FTSE 5-15 / IBOXX

UK	Equity -4.3 0.0 -4.4 -5.3 FTSE 100

UK	Equity	Funds -0.5 0.0 -0.7 -5.3 FTSE 100

UK	Alpha -5.5 0.0 -7.7 -5.3 FTSE 100

UK	AIM -2.2 -3.5 5.3 0.5 FTSE AIM All Share

International	Equity 1.1 3.1 -6.1 -0.2 FT All World ex-UK

Equity	Alternatives -1.3 -1.0 -2.2 -6.8 Prospect Composite*

* IPD Property index, DJUBS Commodity index, HFRX Directional index
* UK AIM portfolio inception Q1 2015

Corporate Bonds Suffer
Our UK	bond strategy has been to protect against a rise 
in inflation by investing in bonds with short maturities and 
to enhance returns through investment in higher yielding 
corporate bonds.  However, the fall in the oil price last 
year lowered inflation expections and the recent fears of 
recession have undermined the credit quality of corporate 
bonds.  The result has been underperformance relative to 
government bonds.  In effect, the past 12 months have 
been the perfect storm for our bond holdings.  We have 
maintained our positions though and are beginning to see 
the strategy bear fruit.  The oil price is recovering as costly 
US supply declines and demand rises as economic growth 
steadily increases. The result has been a 16% rise in the 
price of our Premier Oil bond over the first quarter. The 
wage rises that were apparent six months ago are now 
feeding into higher inflation and this will be exacerbated 
by rising commodity prices.  We therefore believe that 
our defensive strategy, whilst missing out on the higher 
returns available in the last 12 months, will provide steady 
returns this year in an environment that we predict will be 

volatile for bond markets.   

Recession Fears Hit Equities
After a strong performance in 2015, our UK	equities	gave 
back a part of the previous outperformance in the first 
quarter.  Returns were polarised, with the mining sector, 
where we have a market weighting, performing strongly 
in the latter half of the quarter as fears of recession 
receded and commodity prices rebounded from a 5 year 
downtrend.  The banks, on the other hand, suffered from 
declining margins, further regulatory pressures and losses 
on securities trading and were the worst performing sector 
over the quarter.  Housebuilding, the best performing 
sector last year, started to weaken on fears that this 
notoriously cyclical industry may have peaked.  In early 
March we sold half our holding of Taylor Wimpey, realising 

profits after a 115% outperformance over three years.  
This followed a reduction in our holding of Land Securities 
last November, when the property sector appeared to 
have peaked after a long period of outperformance.   The 
surprise of the quarter was the poor performance of 
consumer stocks, despite rising wages and the benefits of 
a low oil price.  Mitchells and Butler, the restaurant chain, 
were impacted by the rise in the minimum wage and fell 
back.  We expect recovery here though, as the economic 
outlook improves.

International	equities produced a modest positive return, 
helped by the strength of overseas currencies.  Our Fidelity 
European fund lagged the market over the quarter, but 
this was offset by outperformance by our Japanese fund 
manager, Baillie Gifford.  The star performance came 
from emerging markets, up 16% over the quarter.  In 
March, we reduced our US equity exposure after a long 
period of outperformance had left the US market looking 
expensive, and increased our emerging market exposure.  
After a 5 year downtrend and with valuations looking 
very attractive, we expect strong returns from emerging 
markets, in particular from the Asian region.  The Hermes 
fund we purchased has an overweighting in this area.

Alternatives Exposure Shifted
Property	 continued to produce positive returns but 
the pace of improvement has slowed and property 
valuations look expensive so we reduced our exposure.  
Commodities, by contrast, turned up after a 5 year 
downtrend, with oil and metals  prices recovering in 
the early part of the quarter.  We therefore increased 
our holding in the commodity tracker fund we hold.  
Meanwhile, hedge	funds	continue to disappoint and we 
will look for an opportunity to reduce this exposure.

Finally, our Low	Volatility	Portfolio continues to perform 
in line with expectations, delivering predictable returns in 
an uncertain financial world.

Source:Thomson Reuters



US	Business	Surveys:	A	Reassuring	Upturn

Source: DataStream

Real GDP  
growth 

Unemployment 
rate

Inflation 
(CPI)

Budget 
% GDP

Central	Bank 
rate

Current A/c 
% GDP

2016 2017 Latest    
%

2016		
%

Latest 
%

2016
%

2015 
%

Nominal 
%

Real 
%

2015 
%

US 2.1 2.3 4.9 4.8 1.0 1.3 -2.6 0.5 -0.5 -2.7

UK 2.0 2.2 5.1 5.0 0.5 0.8 -4.4 0.5 0.0 -4.6

Eurozone 1.5 1.6 10.3 10.2 -0.2 0.3 -2.3 0.0 -0.2 3.0

Japan 0.6 0.6 3.3 3.2 0.3 0.3 -6.7 0.0 -0.3 3.3

China 6.5 6.3 4.1 4.2 2.3 1.7 -3.5 4.4 2.1 2.1

Economic Forecasts as at April 2016

Interest Rates and Currencies
The rates of expected growth in real gross domestic 
product (“GDP”) have been reduced for all the major 
economies over the past quarter to a level that is now below 
trend.  However, growth rates are at least positive and are 
forecast to improve in 2017, whilst rates of unemployment 
continue to fall.  In the US and UK, employment is close to 
what is considered full and is generating wage rises that 
are expected to push up inflation this year.  In the US, core 
inflation (i.e. excluding food and energy) is now running 
at 2.3%, above the central bank’s target of 2.0%, so it is 
not surprising that the US Federal Reserve (“Fed”) raised 
interest rates by 0.25% last December.  Although Janet 
Yellen, the chairman of the Fed, has said further US rate 
rises will be constrained by the fragile nature of the global 
economy, we still expect another 0.25% increase in June.  
With core inflation above target, commodity prices rising 
and the latest business surveys showing a reassuring 
recovery (see chart opposite), a delay to the next US rate 
rise would leave the Fed open to criticsm.

In the UK, core inflation is only 1.5%, but still wage growth 
is running at 1.9% and is likely to pick up in the coming 
months.  However, the pace of real GDP growth is slowing 
as employers put new hiring and capital investment on 
hold ahead of the EU referendum in June.  The Bank of 
England thus has an excuse to delay a rate rise, reflecting 
the economic uncertainty associated with the outcome of 
the referendum.  Sterling has fallen against the US dollar 
by some 5% since the  “Leave” campaign started gaining 
ground and a win for “Leave” is expected to cause 
sterling to fall by another 5%.  Conversely, the upside is 
of a similar magnitude in the event of a “Remain” vote.

Europe and Japan are now experimenting with negative 
interest rates in an effort to boost desultory economic 
growth.  If this doesn’t work, and there are few signs it will, 
we can expect fiscal stimulus through new infrastructure 
spending and an end to austerity in all but name.

MARKET OUTLOOK UK Bond Market
Real yields (the yield after inflation) on 10 year UK 
government bonds (“gilts”) is currently 1.0%.  Historically, 
we would expect this real yield to be around 2.0% but, 
with the threat of the UK leaving the EU and the risk of 
economic disruption tipping the UK into recession, gilts 
are being seen as a safe haven, so prices are being held 
up (and yields down).  If the UK does not leave, then we 
would expect a recovery in hiring and a pick up in wage 
growth.  The UK is experiencing a stimulus to consumer 
spending from the low oil price but also an upturn in wider 

commodity prices. The result should be higher inflation in 
due course and a sell-off in UK bonds.  

Corporate bond prices in this environment are likely to 
be relatively resilient, as an improving economic outlook 
would support corporate credit ratings.  However, we still 
believe that bond duration should be kept relatively short, 
at less than 5 years, to protect capital in the event of a rise 
in yields to levels that offer a sustainable real return.  This 
means 2.0% for 10 year gilts and  3.5% for investment 
grade corporate bonds.  However, if the UK does leave 
the EU, then ironically the economic fallout could mean 
we follow Europe into the realm of negative bond yields.

Source: Thomson Reuters



UK	Equity	Price	Momentum	is	Still	Trending	DownEquity Markets

Recent sharp declines in equity markets are a reminder 
that the global economy is still in a fragile state after six 
years of low interest rates and huge injections of money 
into the banking system.  The economic growth needed to 
pay down excessive levels of debt has not materialised and 
this places a cap on company earnings growth.  It appears 
that low interest rates and low investment returns have had 
the unexpected consequence of forcing savers to increase 
their savings rather than spend money.  A lack of demand 
has in turn discouraged companies from investing in new 
capacity and this has reduced productivity. This toxic mix 
is only now being understood and indicates that negative 
interest rates, now being experimented with in Japan and 
Europe, are not the answer.

The way to break out of the cycle is for governments 
to take advantage of low bond yields to borrow more 
and invest in infrastructure to improve productivity and 
stimulate demand.  The good news is that as central banks 
reach the limit of what they can do to stimulate growth, 
so governments are starting to increase spending.  China 
has announced a stimulus package, US fiscal policy is 
expansionary now, for the first time in this cycle, and 
Europe also is planning an increase in spending.  Even 
Germany, the guardian of fiscal orthodoxy, is increasing 
domestic spending.  

We expect these developments will underpin equity 
markets and allow the economic cycle to expand for several 
years more.  Rising levels of employment, higher wages 
and low commodity prices are all putting more money in 
consumers’ pockets and as confidence improves, so more 
of this will be spent rather than saved.  For companies, 
though,  higher wages will also affect profitability.  This is 
particularly noticeable in the UK where the higher minimum 
wage is impacting corporate cashflow, as is shown in 
the chart below.  The hope is that this will lead to more 
investment and higher productivity, but this will take time 
to be realised.  

In the meantime, UK equity price momentum, shown in 
the chart above, is still trending down.  From a valuation 
perspective, following the sell-off earlier this year, UK 
equities are attractively cheap.  However, until we see 
a rise in momentum, we cannot be confident that the 
recent upturn in the UK equity market will turn into a more 
sustainable trend.  If the economic uncertainty associated 
with Brexit is removed through a “Remain” vote (and the 
betting odds currently point to this being the case) then UK  
equities look attractive relative to most other markets and 
especially relative to government bonds.  At this point, we 
would expect momentum to turn up implying a new upward 
trend in UK equities. The sectors that have underperformed 
over the past twelve months, such as financials and mining, 
are the areas most likely to outperform in a post “Remain” 
vote.

Of the other major equity markets, we expect Europe to 
benefit from more expansionary government policies. The 
economic consensus now favours government stimulus and 
this is supported by the increasing influence of populist 
parties in Italy, Spain and France.  The US economy is 
evolving to be the engine of global growth, but the stock 
market is expensively valued and corporate earnings are 
under pressure from higher wages. Returns from US shares 
may thus lag Europe and the UK over the rest of this year.

The biggest risk to global equities at present appears to 
be events in Japan.  The policies of Prime Minister Abe 
have failed to produce much needed structural reforms to 
promote wage growth and consumer demand.  Instead, 
the corporate sector has hoarded cash and failed to 
invest, resulting in continued stagnant growth and an 
unsustainable budget deficit.  This is likely to ultimately 
lead to a collapse in the yen or a default on Japanese 
debt, either of which would cause shock waves to equity 
markets around the world.  This event may still be one or 
two years away but we are mindful of the risks developing 
in the Japanese economy and stock market.

Source:  Valu-Trac
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Bloomberg	Commodity	Price	Index	-	Turning	Up?

Commercial Property

The UK property market is still showing positive returns but 
the rate of growth has slowed as the chart below shows.  
Whilst the index is still rising, the 12 month rolling return 
has turned down as foreign investors, in particular those 
from the energy based economies such as Russia and the 
Middle East, have partly withdrawn from a London market 
that has become the most expensive in the world.  Rents 
are still rising in the office market, but retail property in 
London is suffering from on-line competition and the 
latest data show retail property prices falling.  In the City 
of London, new building projects will add space that will 
place downward pressure on office prices in 2017.

Property remains attractive relative to government bonds, 
where yields of 1.5% have not risen in response to a recent 
rise in inflation.  However, we think that if bond yields rise 
following a vote to remain in the EU, then this would leave 
property vulnerable to a sell-off.  

We have favoured regional centres where we expect price 
growth in 2016 of some 6% and where we are also seeing 
the start of rental growth.  However, for those investors that 
are over-exposed to property, we consider that now is a 
good time to be reducing property exposure at what may 
be the top of the cycle, in favour of commodities, which 
appear close to the low point in their cycle.

Commodities

Commodity prices hit new lows for this cycle in the early 
part of this year, as the chart below shows.  However, as the 
threat of recession in the US faded and the US dollar fell, 
we have seen an upturn in commodity prices in the last six 
weeks.  We think this may be sustainable as not only are we 
seeing a stimulus to demand in China and elsewhere in the 
world, but we are also seeing cutbacks in output in both 
the energy and metals sectors.  

Oil prices at $40 / barrel are damaging the Russian, Middle 

Eastern and Latin American oil producing economies to 
the extent that they are being drawn to the table to discuss 
production levels.  This is a first step towards addressing 
the excess of supply over demand and is helped by a fall 
in oil output in the US where the oil price is below the 
average cost of production.  Similarly, mining companies 
are taking higher cost mines out of production to address 
the supply / demand imbalance, making this an attractive 
time to be adding to commodity exposure.  

Precious metals have risen in response to a rise in inflation 
and a fall in the dollar.  As the economic growth is sustained, 
we expect inflation to rise and this should continue to 
support gold and silver.

Hedge Funds

There is little sign of strong trends being established in the 
main bond and equity markets, which tends to be the best 
environment for hedge fund profitability.  For this reason 
we have focused exposure on the Paulson arbitrage fund, 
which is less exposed to unexpected volatility.  However, 
this has suffered from changes to the tax and regulatory 
environment in the US, demonstrating that the best 
resourced managers are still vulnerable to adverse shocks, 
particularly if their funds are leveraged. Our other hedge 
fund, run by Invesco, has had better, less volatile results. 
The disappointing returns from hedge funds in general 
over recent years has resulted in Institutional investment 
beginning to flow out of the sector and we are reappraising 
the diversification benefits of investment in hedge funds.

Matthew Hunt

Source:  Bloomberg
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Asset Allocation For April 2016*
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 Q2	2016 
Tactical 
weights

Weighting 
vs	Strategic		
Benchmark

Min Benchmark Max

% % % % %

Cash: 0 0 10 1 +1

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 17 4 -3

Europe (ex UK) 0 3 13 5 +2

Japan 0 2 12 2 0

Asia / Emerging 0 2 12 4 +2

Total Equities 33 43 53 46 +3

Alternatives: Property 0 3 13 7 +6

Commodities 0 2 12 3 -1

Hedge funds 0 2 12 3 +2

Total Alternatives 0 7 17 13 +7

Total 100 100 0

Source: Prospect Wealth Management


