
Prospect Portfolios Rebound

After the Brexit inspired weakness of portfolio returns in 
the quarter ending 30th June, it is pleasing to see that the 
first six weeks of this quarter have seen a strong rebound 
in the values of our portfolios.  Both bond and equity 
holdings have outperformed over this period.  The model 
bond portfolio is up by 5.4%, ahead of the benchmark by 
0.9%, whilst our UK equities are up by 9.8% at the time 
of writing compared to a rise of 4.9% in the equity index.  
International equities have benefited from the continued 
depreciation in sterling and are up by 16.9% this quarter, in 
line with the market.  The Low Volatility Portfolio has lived 
up to its name in this turbulent period and has produced 
steady monthly returns over the last six months, averaging 
0.8% per month with  a return of 6.5% for the past 12 
months.

The UK Economy and the Markets

The outlook for the UK economy remains highly uncertain 
following the vote to leave the EU.  The depreciation of sterling 
by 10% on a trade weighted basis may be seen as a global 
vote of no confidence in Brexit, but within the UK there are 
clearly winners as well as losers.  The 8% rise in the index of the 
largest 100 UK companies is testimony to the benefits to those 
companies with international earnings of a weaker currency.  
The more domestically orientated companies, especially in the 
retail, housebuilding and banking sectors fell sharply in the 
immediate aftermath of the vote.  These companies, however, 
have seen a significant recovery in their share prices as fears of 
a UK recession have moderated. This can be seen in the graph 
on the following page. The 0.25% cut in interest rates by the 
Bank of England and the fall in government bond yields to a 
new low of just 0.5% have helped to calm fears.  In addition, 
promises of more government spending have underpinned 
confidence.

The evidence for the direction in the economy has been 
mixed so far.  Business surveys since the vote have been 
extremely pessimistic, but house prices and retail spending 
have held up relatively well.  Nevertheless, the consensus 
of economic forecasters is that corporate investment 
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•	 Prospect	portfolios	rebound	strongly	in	the	current	quarter.

•	 Fears	of	recession	in	the	UK	have	moderated,	though	the	outlook	remains	uncertain.	 	

•	 US	inflation	is	rising	as	economic	growth	accelerates	and	interest	rate	rises	appear	inevitable.

•	 There	are	increasing	risks	to	both	bond	and	equity	markets	from	the	turn	in	US	rate	cycle.
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spending will falter and the UK will suffer a modest 
recession in the second half of this year, followed by a slow 
recovery next.  Whether this proves to be too pessimistic, 
given the accelerating pace of growth seen in the second 
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quarter, remains to be seen.

US	Interest	Rate	Cycle	Turning
Ever	 since	 the	 first	 rise	 in	 US	 interest	 rates	 in	 this	 cycle	 in	
December	 2015,	 the	 US	 Central	 Bank	 has	 been	 waiting	
for the opportunity to raise rates again.  Patchy economic 
growth earlier this year and international uncertainty more 
recently have combined to discourage the next upward 
move.	 	 However,	 wages	 have	 been	 rising,	 and	 inflation	
is above the Bank’s 2.0% target.  Recent economic news 
has been positive, with strong employment growth and 
buoyant business surveys.  Increasingly, it is looking as 
though the Bank has been slow to respond to an incipient 
inflation	 threat	 and	 interest	 rates	 may	 have	 to	 rise	 faster	
than the market is expecting next year to counter rising 
prices.

If	 inflation	 does	 start	 to	 accelerate	 as	 now	 seems	 likely,	
we expect bond yields to rise sharply from their current 
1.6%. At some point this could unnerve the equity market, 
where earnings are already being squeezed by higher 
wages	 and	 the	 market	 appears	 overvalued.	 	 The	 US	 stock	
market is now at an all time high and the risk of a set-back 
is increasing, particularly as we enter the final stages of the 
US	 presidential	 election.	 	 We	 are	 already	 underweight	 US	
equities and will look to increase this underweighting in 
due course.

Implications	For	UK	Markets

Inflation	 in	 the	 UK	 is	 also	 likely	 to	 rise	 in	 the	 coming	
months, but due to the effect of currency depreciation on 
the prices of imports rather than growth induced capacity 
constraints.	 	 The	 latest	 inflation	 data	 show	 that	 imported	
goods prices rose at 6.5% in July.  If this prompts higher 
wage	 demands,	 then	 we	 may	 see	 inflation	 fears	 push	 up	
bond yields (causing prices to fall).  We are positioned 
defensively in our bond portfolios so this is not an undue 
concern from an investment perspective.

European Growth Picking Up

The highly stimulative monetary policy being pursued by 
the European Central Bank, through negative interest rates 
and more quantitative easing, is succeeding in boosting 
growth.  Monetary policy seems to be aimed at supporting 
the sick countries of Europe, most notably Italy and Greece, 
even though growth elsewhere is increasingly robust.  
We are overweight in European equities and expect to 
benefit from improving company earnings as well as an 
appreciation in the euro vs sterling.  

Matthew Hunt
Principal
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