
Review of fiRst half 2014
a feature of the economic recovery since 2009 has been 
that as soon as a new trend appears to be established, 
it is quickly reversed.  the first quarter of 2014 was no 
exception. after a strong equity performance in 2013, the 
first three months saw little progress in equity markets 
in response to renewed uncertainties over economic 
growth.  the good news though, was that our UK equity 
performance continued to be strong in the first quarter, 
with our standard portfolio outperforming the ftse 100 
by 4.4%.    the second quarter produced better economic 
numbers, but a reversal in portfolio performance as a 
mood of caution returned to equity markets and it was 
the defensive, rather than the cyclical stocks that then 
outperformed. over the last six months our equity 
portfolios still did better than the market.

Bond markets also changed tack, reversing a declining 
trend last year with a 4.0% positive return over the last 
six months as inflation fell faster than expected.  our 
defensive bond  strategy meant we lagged the returns on 
10 year bonds, but we have still produced a respectable 

•	 US and UK economic recoveries appear soundly based but elsewhere conditions are fragile.

•	 Low inflation and strong sterling point to UK rate rises being delayed until mid 2015. 

•	 	UK	Bond markets are expected to be stable for several months as inflation remains low.

•	 	UK equity market represents fair value and remains attractive relative to bonds.

•	 UK commercial property, where we have a significant exposure, continues to perform strongly.

2.3% return from our bond holdings this year.  within 
the alternative investments, UK commercial property 
remained strong as the london boom started to spread 
to the regions and commodities performed well as gold 
and industrial metals picked up.

Economic	Trends	Have	Been	Mixed
flooding in the UK and severe cold in the Us slowed 
economic activity in these countries in the first quarter.    
we assumed this was just a temporary interruption to a 
generally improving trend and broadly speaking this has 
been correct.  however, there have been sufficient areas 
of uncertainty - housing in the Us, wage growth in the UK 
- for equity markets to produce modest returns, especially 
when calculated in sterling terms.  Confidence  in the 
developed markets was not helped by significant falls in 
emerging markets, where a variety of factors were at play.  
the over-riding issue was the withdrawal of liquidity as the 
Us central bank progressively scaled back its purchases of 
bonds, or ‘quantitative easing’, thereby reducing the cash 
institutions had available to invest in more risky assets.  

other factors were also at work.  in China, excessive 
investment over the past three years had led to an 
accumulation of debt in the private financial sector that 
was approaching the limits of what could be sustained.  
the new regime decided to rein in spending by raising 
interest rates and allowing non-critical businesses to fail.  
this unnerved the Chinese stock market, which fell again 
in the first quarter and has shown little sign of recovery.    
emerging markets account for a very small part of our 
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Prospect Wealth Management: Performance of Model Portfolios at 30 June 2014

Last 6 Months Last 12 Months

Model Portfolio Prospect Benchmark Prospect Benchmark Benchmark Name

% % % %

Low Volatility Portfolio 0.9 0.2 3.8 0.4 3 month liBiD

Bond 2.3 4.0 8.3 3.7 ftse 5-15 / iBoXX

UK Equity 2.9 1.9 17.2 12.4 ftse 100

UK Equity Funds 0.0 1.9 13.7 12.4 ftse 100

UK Alpha 2.9 1.9 17.5 12.4 ftse 100

International Equity 2.9 2.2 8.4 9.5 ft all world ex-UK

Equity Alternatives 4.6 6.3 3.6 12.1 Prospect Composite*

* iPD Property index, DJUBs Commodity index, hfRX Directional index

equity investment so this had little effect on portfolios.

Japan, where we have held an overweight equity position 
for some time, was affected by the weakened prospects for 
exports to China.  in addition, the anticipated consumer 
spending spree ahead of the rise in vat in april did not 
materialise, further unnerving the stock market, which fell 
by 4% in the first quarter.  it was also evident that the 
structural reforms promised by Prime minister abe were 
taking longer to implement than had been promised.  
without these, the chances of Japan recovering from its 
two decade long stagnation are diminished, so we reduced 
our Japanese exposure back to a neutral weighting.  

europe was not immune from the gloom, with German 
exports to asia weakening and concerns over energy 
prices resulting from the confrontation between Ukraine 
and Russia.  we have continued to underweight europe 
on the basis that growth will be constrained by a lack 
of structural reform in the banking sector.  Despite this, 
europe produced marginally better returns than the UK 
and the Us as investors anticipated improving company 
earnings.

Lower	Inflation	Helps	UK	Bonds
UK inflation fell from 2.0% in December to 1.5% in may, 
confounding expectations that the improving rate of UK 
growth in 2014 would lead to higher inflation this year.  
on the contrary, a 3% appreciation in sterling against 
the dollar and weak wage increases translated into lower 
inflation, which was positive for bonds.

we had been expecting bond yields to rise (prices to fall) 
as the economy picked up.  we therefore maintained our 
holdings of short dated corporate bonds and bonds with 
floating rate coupons, which tend to perform well in a 
rising yield environment.  in this period of falling yields, 
however, it is not surprising that our bond holdings lagged 
the benchmark returns.  Nevertheless, the bonds we hold 

offer relatively high yields despite their low price volatility, 
which we continue to believe is an attractive combination 
in the current uncertain environment.

Alternatives	Lag	due	to	Hedge	Funds
we maintained our exposure to our asian property 
investment as the australian dollar and yen recovered 
some of their previous losses.  in addition, we saw a rise 
in UK commercial property prices and we invested in two 
further commercial property funds, both of which hold 
properties predominantly outside london.  this is where 
we expect the best price appreciation to be seen over the 
next twelve months as investors move out of london in 
search of better value in the major regional commercial 
centres.  at the end of the quarter, commercial property 
was our most overweighted asset class.

Commodities proved to be a mixed bag, though overall  
they performed relatively strongly in the period, with the 
schroders fund that we invest in up 6.5%. Despite a weak 
Chinese economy, industrial metals prices and gold rose.  
energy was unchanged even though trouble flared in iraq. 
agricultural prices fell over the 6 months. 
 
hedge funds continued to produce modest returns with 
the  benchmark up 4% whilst the valu-trac fund was up 
2%.  the change in direction of bond and equity markets 
in the first quarter again meant that those funds following 
trends were wrong-footed.  we have liquidated the valu-
trac fund and will reinvest in two funds with contrasting 
strategies.

the low volatility Portfolio produced a small positive 
return as attractive returns from the corporate bond 
investments and securitised loans made up for weak 
returns from the hedge funds.  we have now liquidated 
one of the hedge funds and have identified several new 
opportunities for investment in assets that we expect will 
produce the target 4% to 6% returns with low volatility.

source:thomson Reuters
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total Return local total Return sterling

                  
30th June 

2013

6 mths to 
30th June 

2014           
%

12 mths to 
30th June 

2014 
%

6 mths to 
30th June 

2014 
%

12 mths to 
31st march 

2014 
%

Currency v sterling Rate

Us dollar 1.71 -3.2 -11.1

euro 1.25 -3.6 -6.4

yen 173 0.6 -13.0

Cash (3m) yield %

UK 0.54 0.2 0.4 0.2 0.4

Usa 0.12 0.1 0.2 -3.1 -10.9

euro 0.12 0.1 0.1 -3.5 -6.4

Japan 0.03 0.0 0.0 0.6 -13.0

Gov’t Bonds 10yr yield %

UK 2.67 4.7 0.5 4.7 0.5

Usa 2.52 5.8 2.3 2.4 -9.0

Germany 1.25 7.4 6.2 3.6 -0.6

Japan 0.57 2.1 3.5 2.7 -9.9

index

UK ftse 100 1.9 12.3 1.9 12.3

Usa s&P Comp 7.2 24.6 3.8 10.8

Germany DaX 6.0 27.0 2.2 18.9

france CaC 4.5 22.2 0.8 14.3

spain smsi 11.9 46.6 7.9 37.2

italy BCi Gen 14.1 43.5 10.0 34.3

Japan topix 1.1 13.1 1.7 -1.6

australia all ord 3.2 18.6 5.7 8.9

hong Kong hang seng 1.2 15.3 -2.0 2.6

alternatives index

Property iPD 8.5 16.9 8.5 16.9

Commodities DJ UBs 7.1 8.2 3.7 -3.8

hedge funds hfRX 4.5 10.0 1.2 -2.2

Source:	Reuters

total Returns in local Currency	 
and in sterling terms 

6 months and 12 months to 30th June 2014
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US UK Eurozone Asia

GDP Growth 

2014	GDP	growth	forecast	reduced	
to	 1.7%	 from	2.9%	 after	Q1	GDP	
shrank	 1%	 annualised	 on	 bad	
winter	weather.	Q2	 growth	 set	 to	
rebound	to	3.5%.	
Consumption:	 Retail	 sales	 strong.	
May	 auto	 sales	 highest	 since	 Feb	
2007.	 June	 consumer	 confidence	
at	 6	 year	 high	 on	 improving	 	 job	
market,	equity	and	property	market	
gains,	 firming	 global	 economy.		
Production:	 Recovery	 gathering	
pace	again.	June	PMI	recovered	to	
57.5	from	51.9	a	year	ago,	helped	
by	resuming	construction	activity.	
Investment:	 Orders	 for	 business	
equipment	rose		0.7%	in	May	after	
falling	 1.1%	 in	 April.	 Defence	 and	
transport	 orders	 were	 weak	 in	
May.	 Corporate	 capex,	 critical	 to	
sustaining	the	US	recovery,	not	yet	
robust.
Trade:	April	 trade	deficit	widened	
to	a	2	year	high	as	the	US	economy	
expands,	 increasing	 imported	
business	 equipment,	 autos	 and	
consumer	 goods,	 while	 demand	
from	 abroad	 for	 US	 exports	 was	
flat.		

With	 GDP	 growth	 forecast	 raised	
to		3%	for	2014,	the	UK	is	at	the	top	
of	the	G7.	If	£	stays	strong,	growth	
expected	to	slow	to	2.5%	in	2015.
Consumption:	 Retail	 sales	 and	
other	 services	 strong;	 consumer	
confidence	 supported	 	 by	 	 the	
wealth	effect	of	rising	house	prices	
(+10.9%	yoy)	and	equity	portfolios,	
lowest	 unemployment	 (6.5%)	 in	
May	since	March	2009.		
Production:	 Recovery	 broadening	
beyond	 consumption	 to		
manufacturing,	 which	 grew	 at	
fastest	pace	in	7	months.	June	mfg	
PMI	 rose	 to	 57.5,	 16th	 month	 of	
expansion.	
Investment:	 June	 construction	
growth,	 especially	 house	building,	
accelerated.	
Trade:	 Trade	 deficit	 widened	 in	
April	 as	 exports	 fell	 (expecially	 to	
outside	the	EU)	more	than	imports	
rose.	 Not	 surprising	 as	 £/$	 at	
strongest	since	2009,	and	the	best	
performing	 major	 currency	 over	
the	past	year.		

Growth	for	2014	only	~1%.
Consumption:	 Consumer	 and	
business	 confidence	 fell	 in	 June	
on	 Ukraine	 tensions	 and	 Euro	
strength.	
Production:	 April	 industrial	
production	growth	weak,	+1.4%.	
Strongest	 component	 was	
non-durable	 consumer	 goods.		
June	 industrial	 confidence	 fell	
further	 despite	 May	 European	
car	 sales	 rising	 for	a	9th	month,	
driven	 by	 German	 sales.	 	 Fed	
tapering	 and	 a	US	 rate	 rise	 and	
ECB	stimulus	should	weaken	the	
Euro,	supporting	production	and	
exports.	
Investment:	 June	 EZ	 Mfg	 PMI	
at	51.8,	down	from	peak	of	54	in	
January.	 	Capacity	utilisation	has	
retreated	to	79.5%	in	June	from	
80	 in	March.	 	 In	Germany	 it	has	
picked	up	to	83.9%.		
Trade:	 Overall	 EU	 has	 a	 trade	
surplus,	 largely	 owing	 to	
Germany’s	 huge	 trade	 surplus.	
Italy,	Sweden	also	have	surpluses,	
others	have	trade	deficits.		
	

Consumption:	 China	 economy	 stabilising.	
Consumer	 Sentiment	 down	 sharply	 from	
a	year	ago,	as	home	sales	decline	but	May	
retail	 sales	+12.5%	 yoy.	Online	 discounters	
thriving.	Japan:	April	sales	tax	rise		5	to	8%		
has	 brought	 economic	 contraction	 in	 Q2.			
Production: China’s	 	 June	 manufacturing	
growth	 at	 a	 7	 month	 high	 with	 June	 PMI	
at	 50.8	 up	 from	 	 48.1	 in	 April,	 though	 	 a	
cooling	 property	market,	 with	 a	 22%	 drop	
in	 construction	 limits	 industrial	 production	
recovery.		Japan:	April	Ind	production	+7.2%	
yoy	and	+0.5%	mom	in	May.	Manufacturers	
have	 survived	 sales	 tax	 rise.	 	 June	 Mfg	
PMI	 recovered	 to	 51.5,	 from	below	50	 the	
previous	2	months.			
Investment: China:	 Jan-May	 fixed	 asset	
investment	 +17.2%	 YOY	 (same	 as	 Q1)	 on	
stimulus	measures.	This	 is	a	13	year	 low	as	
profits	 are	 lower	 and	 credit	 is	 tight.	 In	 line	
with	government	policy	to	slow	infrastructure	
capacity	 expansion.	 	 	 Japan:	 Q1/14	 capex	
growth	 improved	 most	 since	 Q2	 2012,	 to	
+7.4%	yoy.			
Trade: China:	US	Treasury	secretary	Lew	will	
resume	pressure	on	China	to	let	yuan	rise	to	
correct	rising	US	trade	deficit	and	help	China	
shift	to	consumption.		Japan:	 	Trade	deficit	
widening	despite	weak	yen.	LDP	would	like	
to	 legalise	 casinos	 this	 autumn	 to	 boost	
tourism	 and	 regional	 economies	 in	 the	 run	
up	to	the	2020	Olympics.		

Inflation     

  June CPi jumped to 2.1%, 
above the 2% target. as retail 
demand recovers after the 
harsh winter, it may rise further. 

with June CPi of 1.9%, and 
strong growth, the UK is having 
a ‘Goldilocks’ moment. strong 
pound, up 10% in the past 12 
months, brings import price 
deflation. CPi expected to be 1.9% 
for full year 2014 if wage growth 
picks up after slowing in Q2. 

June eZ CPi fell back to its march 
5 year low of 0.5% on strong 
euro.  well below 2% target, 
and only 0.7% expectd for full 
year. wages grew at 1.4% in 
Q4/13. Greek CPi deflation has 
reduced from -2.7% in November 
to -2% in may. austria has the 
highest CPi (1.8%) in the eZ.

Chinese	May	CPI	jumped	to	2.5%	on	higher	
food	 costs,	 the	 fastest	 since	 January,	 up	
from	 1.8%	 in	 April.	 This	 is	 quite	 low	 in	 an	
economy	growing	at	7.4%	p.a.	PPI	deflation	
of	 2%	 in	 April	moderated	 to	 1.4%	 in	May.		
Japan: PM	Abe	declared	the	end	of	deflation.	
The	consumption	 tax	 rise	has	pushed	April	
inflation	up	to	3.4%	.	Salaries	starting	to	pick	up.			

Monetary Policy     

fed continues tapering Qe, 
exiting from  mortgage backed 
bonds as quickly as possible.as 
credit market get back to normal, 
negative real rates unjustified. But 
dovish yellen says she will keep 
rate near zero for some time after 
end of Qe, even though this may 
raise inflation, which worsens 
income and wealth disparity.

Boe Governor Carney upset the 
market by suggesting the first 
rate rise will be brought forward 
to Q4 /14 from consensus of 
Q2/15. this has firmed forecasts 
for £/$.   Boe going to  set 
centralised limits to mortgage 
lending to 4.5 x income, for 85% 
of loans, to control house prices.
 

weak lending and growth and the  
threat of deflation caused the eCB 
to lower its deposit  rate to   -0.10% 
on June 5th. hopefully this will 
lower the value of the euro and 
support exports. autumn 2014: 
Bank asset Quality Review results 
due, and eCB single supervisor 
mechanism for banks begins. 

China:	PBOC	should	end	the	guaranty	from	
state-owned	banks	to	savers	and	borrowers,	
which	would	cause	defaults	in	the	short	term	
but	bring	credit	discipline	and	efficient	capital	
allocation.	Japan:	With	inflation	of	3.4%,	BOJ	
declared	the	end	of	deflation	and	is	stepping	
back,	not	adding	more	stimulus	as	data	show	
the	economy	has	survived	the	sales	tax	rise.	

Fiscal Policy   

improving labour market and 
lower govt expenditure have 
eased fiscal headwinds. Budget 
deficit forecast at 3.4% for 2014, 
bottoming out at 2.7% for 2015.

Government deficit (may 2014) is 
5.8% of GDP, actually worse than 
in march 2013 (5.1%) when the 
balance was helped by a £900 
mln tax payment from Brits on 
their swiss bank accounts. s&P 
raised its outlook for the UK, on a 
‘robust and broadening recovery’.

fragile recovery but restructuring 
progressing. Greek Pm samaras 
expects not to need more loans 
or pledges from the eCB  in 
2015. Greece did a successful 
bond issue in april and is selling 
off assets. ireland, spain and 
Portugal are also making good 
progress. italy’s Pm Renzi will 
cut spending by eur 17 bn. 

China: Stimulus	 in	the	form	of	tax	cuts	and	
railway	 investment	 announced	 April	 2.	 On	
May	 28th	 the	 Finance	 Ministry	 called	 for	
faster	spending	of	budgeted	funds.		Japan:		
Plans	to	lower	corporate	tax	rate	from	35%,	
the	 second	 highest	 in	 the	 G7,	 to	 20-29%.	
Must	decide	whether	to	proceed	with	next	
sales	 tax	 increase.	 Lower	 premium	 income	
is	 pushing	 GPIF	 (govt	 pension	 fund)	 into	
equities	to	enhance	return,	maintain	surplus.

Macroeconomic	Outlook	as	at	July	2014
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Economic	Forecasts	as	at	July	2014

maRKet oUtlooK

Interest	Rates	&	Currencies
the global economic outlook is becoming more divergent 
as recovery from the financial crisis progresses.  the 
UK is leading the way, with first quarter growth of 3.3% 
annualised expected to be sustained over the balance 
of this year.  Consumer demand should benefit from 
an improvement in wages whilst corporate investment, 
expanding for five quarters now, increasingly contributes 
to growth.  the Us is steadily recovering from the weather 
induced contraction in the first quarter, but still may only 
achieve a below trend 1.7% rate of growth this year.  
europe should also recover from a slow start to the year, 
though conditions vary greatly across different countries.  
German growth remains robust but in france, consumer 
demand is declining as high taxes sap confidence.  Japan 
is expected to see negative growth in the current quarter 
following a rise in the sales tax in april, but it is hoped 
the impact on consumption will wear off as the year 
progresses. 

one of the big surprises this year is that inflation in the Us 
and the UK has fallen in spite of a rise in commodity prices 
and a significant fall in the level of unemployment.  there is 
no sign that faster economic activity is threatening higher 
inflation in spite of the aggressive quantitative easing of 
recent years.  the huge sums printed by the central banks 
(and ongoing in the Us) clearly have not flowed into the 
wider economy but have been used instead to bolster 
the balance sheets of the banks.  in the UK, the Bank 
of england (‘Boe’) has indicated there remains plenty of 
spare capacity in the economy, evidenced by the lack of 
wage growth, up just 0.7% in the three months to may 
and still below the June inflation rate of 1.9%.  with 
productivity expected to improve and a high proportion 
of part time workers seeking full time employment, we 
expect UK inflation to remain subdued, so it is hard to see 
why Boe governor Carney recently raised expectations 

Real GDP  
growth 

Unemployment 
rate

Inflation 
(CPI)

Budget 
% GDP

Central Bank 
rate

Current 
A/c % GDP

2014 2015 Latest    
%

2014 
%

Latest 
%

2014
%

2014 
%

Nominal 
%

Real 
%

2014 
%

Us 1.7 3.0 6.1 6.2 2.1 2.0 -3.0 0.25 -1.85 -2.5

UK 3.0 2.5 6.5 6.5 1.9 1.7 -5.2 0.5 -1.4 -3.7

eurozone 1.0 1.5 11.6 11.7 0.5 0.7 -2.6 0.15 -0.55 2.6

Japan 1.5 1.2 3.5 3.6 3.4 2.7 -7.8 0.1 -3.6 0.1

China 7.4 7.2 4.1 4.1 2.3 2.5 -2.1 6.0 3.7 2.2

Source: Bloomberg

of a rate rise this year.  we would not be surprised if a 
rate rise was delayed until after the general election, 
scheduled for may of next year.  this would place the UK 
on a similar timetable as the Us for the first rate rise since 
July 2007 to take place in the middle of next year.  

in europe, the central bank (‘eCB’) is moving in the 
opposite direction.  it has recently cut the rate it charges 
banks to deposit funds with it to -0.1%, to encourage banks 
to lend, and it has also made €400bn of funds available 
to banks to make cheap loans to small businesses.  this 
is in response to inflation falling to 0.5%, well below the 
2.0% target, and overall economic growth forecast to be 
well below the trend 2.5% rate this year and next.  the 
real danger for europe is that the combination of low 
growth and low (or negative) inflation will lead to the debt 
mountain spiralling out of control.  Greek debt is now 
180% of gross domestic product (‘GDP’) and italian debt 
is 140%.  without faster growth and higher inflation these  
countries may well be forced to leave the eurozone to 
seek growth and inflation through devaluation.  

the next stage of the euro crisis may yet be some way 
off though, as the yields on 10 year italian government 
bonds have fallen  to just 2.8%, little different to the yield 
on UK gilts.  the market evidently expects that the eCB 
will support the bond market until such time as growth 

US and UK Inflation Trending Down
source: Bloomberg, economist
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As at 30 
June 2014

Inflation 10 yr bond yield 10 yr bond 
yield

Valuation Earnings 
growth

Volatility

Forecast Nominal Real 3m 
chg

12m 
chg

P/E 
2014

ERP* Div 
Yield

2014 2015

% % % % % % % % % % %

Us  2.2 2.5 0.3 -0.2 0.0 s&P 500 16.6 3.5 2.0 10 11 7

UK 2.7 2.6 -0.1 -0.1 0.3 ftse 100 14.2 4.4 3.7 37 9 9

Germany 1.7 1.2 -0.5 -0.4 -0.4 eURo stoxx  15.4 5.3 3.3 63 18 12

Japan 0.9 0.5 -0.4 -0.1 -0.3 topix (Japan) 14.3 6.5 1.9 6 11 10

China 10.0 5.7 3.7 23 13 10

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.

long term average of 2.0%.  additionally, wage growth has 
been below the rate of  inflation, providing reassurance 
that inflation may remain subdued. 

we do not expect this benign inflation environment to last 
though, as UK employment is rising rapidly and, if history 
is a guide, wage demand should increase and push up 
consumer price inflation.  in addition, it would not be 
surprising to see political pressure for higher wages (as is 
happening in Japan) ahead of the election and a greater 
political tolerance for higher inflation in general to help 
reduce the debt burden.  at some point this will lead to 
higher bond yields, though this may be some months 
away. Currently, price momentum for gilts has started to 
rise, which is a positive signal for bonds.

in the face of these conflicting signals, our portfolios 
remain focused on the medium term risk of higher inflation 
and bond yields rising.  we therefore remain invested in 
short dated fixed rate corporate bonds and floating rate 
securities that we expect will perform well in a rising yield 
environment.  

recovers.  UK debt, by comparison, is ‘only’ 80% of GDP 
and with growth and inflation both being materially higher 
than in europe, there is a realistic prospect of debt falling 
to moderate proportions within 5 years.  the problem for 
the UK is that economic growth is still unbalanced, with 
the trade deficit deteriorating as growth in europe, the 
UK’s principal trade partner, lags that of the UK.  the chart 
opposite shows how the current account has deteriorated 
over the past year.  this should be negative for sterling, 
which is in any case nearly 20% overvalued now against 
the Us dollar.  however, sterling has been held up by 
expectations that interest rates may be raised this year, 
and this should continue to support sterling for the next 
few months.  Ultimately though, the UK currency should 
fall back to its equilibrium level around $1.42, most likely 
when Us growth accelerates and Us interest rates move 
higher.

the yen is in the opposite position, being undervalued 
against the dollar, but in the short term is at risk of 
weakening further.  the Japanese debt to GDP ratio is now 
at 150% and it is not clear that Prime minister abe’s plan 
to grow the economy and inflate out of their debt trap is 
working.    although inflation has soared to 3.7%, growth 
will be just 1.5% this year.  at some point a further round 
of quantitative easing and another currency devaluation 
seems likely, so we have reduced our yen exposure to a 
benchmark weighting.

UK	Bonds
with the Boe having ceased buying gilts more than a year 
ago and economic growth accelerating, we had expected 
10 year gilt yields would have moved well above 3.0% 
by now.  instead they remain around 2.7%.  Part of the 
explanation is that consumer price inflation has fallen this 
year from 2.2% to 1.9%, so at current levels gilts do offer 
a positive real return, albeit of only 0.8%, well below the 

UK Current Account Deficit at an Extreme

Source: Bloomberg
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Source: Office for National Statistics

Business Surveys: Economic Expansion, Mixed Trends

Source: Markit / CIPS

Global	Equities
for a prolonged period we have taken the view that 
equity markets offer better value than bonds and we 
have been overweight in equities.  in recent months 
though, we have pared back the overweighting to just 2% 
above benchmark, most recently through a reduction in 
Japanese equities.  this reduced equity exposure reflects 
the uncertainty created by slower economic growth, the  
recent rise in most equity markets and an expectation that 
interest rate rises are on the horizon in the Us and the UK.  
for several months we have seen equity markets trading 
within narrow ranges and the question now is whether the 
break out from this range will be upwards or downwards.

in the Us, economic growth appears to be steadily 
improving despite the weak first quarter.  Unemployment  
is now down to 6.1% after 1.4 million new jobs were created 
in the last 6 months, the fastest rise in employment since 
1999.  Unlike the UK, personal income is accelerating, 
up 3.4% yoy in June and this should underpin consumer 
demand.  as a result, business surveys point to rapid 
expansion (see the chart below) and even the housing 
sector is showing signs it may be picking up as new 
home sales have increased.  the problem has been that 
corporate investment is still weak but one would expect 
this should show signs of improvement in the second half 
of this year.  with growth in the Us having surprised on the 
downside in the first half, the opposite may occur in the 
second.  that would be positive for equities.

in the UK, growth has been better than expected in the 
first half of this year and should remain above trend in 
the second half.  Business surveys point to a sharp 
increase in new business volumes and an unprecedented 
rise in employment.  indeed, the office for National 

statistics  (‘oNs’) has just reported that the proportion 
of people looking for work is at its lowest level since 
records began in 1971 and this positive trend is prevalent 
throughout the UK, not just in london.  it is surprising 
then that wage growth is so subdued but we expect 
that wages, and with it consumer demand, should rise 
in due course.  Underpinning growth is an increase in 
company investment expenditure, reflecting a new found 
confidence in business.  the constraint on growth remains 
a lack of government expenditure, as the budget deficit 
is slowly brought under control, and a lack of exports, 
reflecting the weak state of the european economy.  

stock markets tend to wobble when faced with the 
prospect of higher interest rates, and if growth in the 
UK and Us continues, then we may expect to hear more 
debate over the timing of interest rate rises.  however, as 
we have explained, we expect rate rises will come later 
rather than sooner and in any case should be gradual as 
central bankers will fear undermining the fragile recovery.   
the new focus on using so called ‘macroprudential policy’, 
such as constraints on excessive mortgage lending, will 
also provide central banks with an excuse to delay a rise in 
interest rates.  the fear of higher interest rates ought not 
therefore to be a drag on the Us and UK equity markets in 
the next six months.

other economic regions are not seeing the same level of 
growth though.  european growth is being held back by a 
lack of bank lending as banks have still to be recapitalised.  
with government spending also constrained by deficits 
and German exports to China affected by slower growth 
there, the latest industrial production data showed a 
slowdown in all european regions.  Business surveys, as 
the chart opposite shows, have turned down in europe, 
although they still indicate there is growth rather than 
contraction.  european stock markets have performed 
strongly over the past year and now look very overvalued, 
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Source: Valu-Trac

especially if the rate of economic growth is insipid.  we 
will therefore maintain our underweighting to european 
equities.

Japan has seen consumer demand fall by more than 
expected following the rise in vat in april and this 
reinforces our concerns that Japan will struggle to achieve 
the higher rates of growth necessary to reduce their 
unsustainable debt burden.  we therefore will maintain 
our neutral exposure to Japanese equities even though 
the market is not expensive.

UK equities, as the chart above shows, are also not 
expensive as company earnings are growing this year by 
more than 30% and yet the stock market is little changed 
over this year.  we are thus moving modestly overweight 
in the UK stock market.

the emerging markets, and China in particular, have 
performed poorly over the past six months and are 
now trading at valuations that are particularly attractive.  
with growth in the Us looking more resilient this should 
be supportive of emerging markets so we are looking 
to add to our emerging market equity exposure at an 
appropriate time.

In conclusion, expansion in the UK and US appears 
to be resilient with company earnings growth likely 
to support current market valuations.  We continue 
to believe equities offer better value than bonds and 
expect positive returns from equities over the next 
six months.  Europe and Japan appear vulnerable to 
setbacks and we have low exposure to these markets.  
Emerging markets offer more attractive value 
following a period of underperformance and we are 
looking to add to positions here.

UK	Stock	Comments
the last six months have seen an unusal mix of performance 
from UK stock market sectors. our strategy has been to 
emphasise undervalued cyclical stocks in the expectation 
that economic recovery would support such shares.  
although the recovery does appear to be in place, the 
cyclical sectors such as general industrials and media have 
not performed well, as can be seen in the chart below.  
however, defensive sectors, such as food retailing, have  
also performed poorly.  

sector performance over this period is largely explained 
by sector specific factors rather than trends in the overall 
economy.  for example, the strong performance of 
pharmaceuticals, a typically defensive sector, reflects 
takeover activity rather than intrinsic outperformance.  
here, we sold astra Zeneca after it had outperformed for 
several months and had become extremely overvalued 
for a company with modest earning growth prospects.  
the company was then bid for, explaining why the 
shares had been so expensive.  we reinvested in shire 
Pharmaceuticals, which was attractively priced, and two 
months later this company also was bid for.  we sold half 
the holding at a price 55% above the purchase price at a 
level that our valuation model deemed very expensive.    

early in the period we sold morrisons supermarket in 
anticipation of the price war that has seen the share price 
fall by 15% since we sold the shares.  housebuilding 
companies, on the other hand, are expected to grow 
earnings by up to 40% pa in the next two years. we have 
exposure to this sector through taylor wimpey, whose  
shares have outperformed the market by 20% since 
purchase and we see further upside this year.  

the banks have performed poorly as regulatory pressure 
has been unrelenting.  however the banks are highly 
geared to economic recovery and we expect improved 
performance in due course.
  

UK Equity Valuation Close to Fair Value

UK Equity Price Change by Sector - H1 2014

source: Reuters
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Source: BloombergSource: Investment Property Databank Ltd

alteRNative iNvestmeNts

Commercial	Property
the iPD UK commercial property index (see the chart 
below) shows that total returns on commercial property 
have accelerated over the past nine months.  there  is 
clear evidence that the boom in the london market for 
office and industrial property is spreading to the major 
regional cities.  a lack of development during the recession 
years means that prime property in these areas is scarce 
and capital values are rising sharply as demand from 
both investors and end users is picking up.  interestingly, 
the oNs survey referred to on page 7 also shows that 
employment is rising strongly in the regions, supporting a 
picture of increasing business confidence outside london.
we expect this to prolong the current trend of rising 
property values.  Rental growth is more muted however, 
supporting our view that this recovery has further to run.

we have sought to take advantage of this by increasing 
our UK property exposure significantly.  in february we 
bought the m&G Property Portfolio fund and in april we 
added the threadneedle UK Property fund.  Both funds 
are predominantly invested in regional properties where 
we expect the best uplift in valuations will be over the next 
year.  we have retained, for the time being, our investment 
in the aviva asia Pacific property fund on the basis that 
activity is rising in Japan and australia and the currencies 
in these regions have stabilised.  we are mindful of the 
currency risk and have the fund under review. 

Commodities
the commodity outlook is particularly diverse at the 
moment, but the principle of holding real assets as a 

hedge against longer term inflation pressures remains as 
valid as ever.  energy prices appear to have an upward bias 
over the next six months as middle east turmoil continues, 
though we do not expect oil production in southern iraq 
to be seriously threatened by the sunni insurgency in 
the north.  in europe, despite the deteriorating relations 
between Russia and the west, gas prices have fallen 40% 
this year as the prospect of Us exports of cheap gas has 
driven prices down.  from here, we see upside potential.

industrial metals prices should have a downward bias 
as Chinese growth gradually slows, but recent supply 
disruptions have meant that copper prices have rallied.  
Precious metals are threatened by the prospect of a 
stronger dollar at some point and by a return to real 
interest rates (gold, which offers no yield, typically benefits 
from negative real yields).

in agriculture, the el Nino effect is likely to return this 
summer, which is positive for palm oil and sugar prices.

Hedge	Funds
having liquidated our holding of valu-trac strategic, we 
are looking to reinvest in two new funds.  the first is a 
leading merger arbitrage fund run by the well-known 
John Paulson and the second is a multi-asset fund run by 
a team at invesco using macro-economics as the basis for 
decision-making.  these funds are intended to provide 
diversification to the existing investment approach both 
in style and content.

Matthew Hunt
0207 392 2811

600

700

800

900

1000

1100

300

400

500

D
ec
-0
0

D
ec
-0
1

D
ec
-0
2

D
ec
-0
3

D
ec
-0
4

D
ec
-0
5

D
ec
-0
6

D
ec
-0
7

D
ec
-0
8

D
ec
-0
9

D
ec
-1
0

D
ec
-1
1

D
ec
-1
2

D
ec
-1
3

D
ec
-1
4

0

100

200

300

400

Ju
l 0

8

Ja
n 

09

Ju
l 0

9

Ja
n 

10

Ju
l 1

0

Ja
n 

11

Ju
l 1

1

Ja
n 

12

Ju
l 1

2

Ja
n 

13

Ju
l 1

3

Ja
n 

14

Ju
l 1

4

Ind Metals Gold Brent Crude Agriculture

Commodity Price Changes
IPD Commercial Property Index 

to June 2014



Asset	Allocation	For	July*	2014
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 Q3 2014 
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 30 0

US 0 6 16 5 -1

Europe (ex UK) 0 3 13 2 -1

Japan 0 2 12 2 0

Asia / Emerging 0 2 12 6 +4

Total Equities 33 43 53 45 +2

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


