
Review of q3 2014
The third quarter did not offer many indications that 
the sharp sell-off in equities and the rally in government 
bonds seen in the past two weeks was imminent.  on the 
contrary, economic growth was picking up speed in the US 
and UK, though europe, Japan and China were diverging 
with forecasts being downgraded modestly.  one result of 
this was an appreciation of the US dollar against all other 
currencies, with sterling rising against the euro and the 
yen.  our portfolios benefited from the appreciation in 
the dollar through our US equity exposure and had only 
a modest exposure to europe and Japan.  overall equity 
market movements were small, as can be seen from the 
table on page 3, with the best returns coming from the 
US, where we took profits half way through the quarter, 
and from Japan.

The biggest surprise during this period was the continued 
resilience of the bond market, with UK 10 year government 
bond yields falling by 0.2% to 2.4%, creating a 2.8% 
return for the quarter. our bond strategy has been based 
on the assumption of a rise in yields rather than a fall, so 

•	 Fears of a global growth slowdown appear overstated and US growth remains robust.

•	 Falling commodity prices have contributed to lower inflation, but higher wages are on the way. 

•	 	UK government	bonds offer little value, but corporate bonds remain attractive selectively.

•	 	Equity markets have over-reacted to a modest growth slowdown and now offer value.

•	 UK commercial property is expected to continue to perform strongly.

our short maturity corporate bond holdings did not match 
the returns of our benchmark over the quarter, despite 
offering relatively high yields.  within the alternative 
investments, property has been a strong performer over 
the past year and continued to perform well during the 
quarter with a rise of an average 5.8% across the three 
funds we hold in this sector.  Property comprises our 
largest overweight position in portfolios.

Economic	Trends	Diverging
The economic news from the US and the UK was 
predominantly favourable during the third quarter, with 
unemployment falling to new lows for the cycle and 
business surveys in the first half of the period rising 
strongly.  By the end of the quarter there was some modest 
slackening in the pace of expansion, but forecasts  of 
overall growth for the US and UK were still being revised 
upwards.  Despite this favourable growth outlook, the 
rate of consumer price inflation in all the major economies 
declined over the quarter, thanks to lower commodity 
prices and an absence of wage growth.   UK inflation in 
particular has confounded expectations, remaining below 
the target level of 2.0% and ending the quarter at just 
1.5%.  This explains the strong performance of the UK 
government bond market.

Europe overall has not participated in the recovery 
seen elsewhere, with economic growth now forecast 
to be just 0.8% for this year.  The change over the past 
quarter has been that Germany, the economic engine 
of europe, has seen a sharp slowdown in exports as 
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Prospect Wealth Management: Performance of Model Portfolios at 30 September 2014

Last 3 Months Last 12 Months

Model Portfolio Prospect Benchmark Prospect Benchmark Benchmark Name

% % % %

Low Volatility Portfolio 0.8 0.1 3.4 0.5 3 month LiBiD

Bond -0.1 2.9 5.0 5.7 fTSe 5-15 / iBoXX

UK Equity -2.9 -0.9 5.7 6.1 fTSe 100

UK Equity Funds -0.4 -0.9 4.0 6.1 fTSe 100

UK Alpha -2.6 -0.9 6.3 6.1 fTSe 100

International Equity 1.8 3.5 11.2 12.3 fT all world ex-UK

Equity Alternatives 1.1 -1.7 3.2 7.3 Prospect Composite*

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

China has cut back on infrastructure spending.  a lack 
of progress on structural reform in france and italy, to 
improve productivity and competitiveness, has also held 
back growth. This has reinforced Germany’s reluctance to 
stimulate their own domestic demand in an effort to force 
change in these recalcitrant countries.  it has thus been 
left to the european Central Bank to promote growth by 
introducing new monetary policies designed to stimulate 
bank lending and demand for credit.  So far, there has 
been more talk than action, though short term interest 
rates were reduced to new lows over the quarter.  This has 
not been a favourable environment for european equities.

in asia, China continues to rebalance their economy away 
from investment in infrastructure and towards consumer 
demand. This has reduced imports and knocked 
commodity prices, sending ripples around the world.  in 
Japan, the weaker currency helped the stock market but 
Prime minister abe has been slow to introduce structural 
reforms to counter the negative impact of raising the sales 
tax in april.  The result has been a sharp slowdown in 
growth and a waning of confidence in the much lauded 
“Three arrows” reform plan. our much reduced Japanese 
equity exposure now looks prescient.

Greater	Volatility	in	Corporate	Bonds	
Lower inflation in the UK has caused a rally in government 
bonds but our corporate bonds and floating rate notes 
have not participated over the last quarter.  Lower global 
growth has not helped the outlook for corporate credit 
quality, though this is hardly a major concern in the 
expanding UK economy.  more significantly, there was 
a shift out of defensive securities, such as floating rate 
notes, in favour of fixed interest government bonds that 
offer scope for capital gains when yields fall.  The higher 
yields on the corporate bonds we hold provided an offset 
to the fall in prices, resulting in a return close to zero from 
our bonds over the quarter.  over the last 12 months 
however, our bonds have produced a 5.0% return. 

Alternatives	Benefit	From	Property
The UK commercial property index was up 4.4% over the 
quarter as investment continued to move into this asset 
class and economic growth supported increased demand 
outside the still buoyant London market.  all three 
property funds that we held performed well, though at the 
end of the quarter we sold the aviva asia Pacific Property  
fund on the basis that we anticipate adverse currency 
movements and the outlook for the asian markets is no 
longer as favourable as it was.  we prefer to focus on 
the UK, where we expect strong returns from regional 
properties supported by rising rental values.

Commodities produced a negative return of -7% over the 
quarter as energy, metals and agriculture prices fell sharply.  
oil prices were squeezed lower as Saudi arabia, normally 
the world’s swing producer, refused to accomodate higher 
US production resulting from new fracking technology and 
continued pumping, despite falling prices.  metal prices 
suffered from reduced demand from China, with iron ore 
prices down from $130 a ton a year ago to just $80 now. 
The Schroder commodity fund moved much in line with 
the market index. 
 
Hedge funds produced a small negative over the quarter 
and we introduced two new funds during the period.  The 
investec fund is a global multi-asset strategy which uses a 
range of disciplines to predict market direction.  The other 
fund is a merger arbitrage strategy run by the renowned 
John Paulson who has an outstanding track record.

The Low Volatility Portfolio produced a small positive 
return, with the fixed income strategies such as corporate 
bonds generating negative returns but these were more 
than offset by the asset finance, infrastructure, hedge fund 
and ground rent funds.  The broad diversification that we 
now have in this portfolio is proving its worth as volatility 
is returning to traditional markets.

Source:Thomson Reuters
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Total Return Local Total Return Sterling

                  
30th Sept 

2013

3 mths to 
30th Sept 

2014           
%

12 mths to 
30th Sept 

2014 
%

3 mths to 
30th Sept 

2014 
%

12 mths to 
31st Sept 

2014 
%

Currency v Sterling Rate

US dollar 1.62 5.5 -0.2

euro 1.28 -2.7 -6.8

yen 178 -2.5 -10.6

Cash (3m) yield %

UK 0.46 0.1 0.4 0.2 0.4

USa 0.23 0.1 0.2 5.6 0.1

euro 0.08 0.0 0.1 -2.6 -6.7

Japan -0.1 0.0 0.0 -2.5 -10.6

Gov’t Bonds 10yr yield %

UK 2.43 2.8 5.3 2.8 5.3

USa 2.51 0.7 3.6 6.2 3.4

Germany 0.95 3.2 9.7 0.5 2.3

Japan 0.53 0.6 2.3 -2.0 -8.5

equities index

UK fTSe 100 -0.9 6.1 -0.9 6.1

USa S&P Comp 1.2 19.7 6.8 19.5

Germany DaX -3.0 13.4 -5.5 5.7

france CaC 0.7 10.0 -2.0 2.5

Spain SmSi -0.1 21.8 -2.8 13.6

italy BCi Gen -1.1 23.4 -3.8 15.1

Japan Topix 5.5 12.8 2.8 0.8

australia all ord -0.1 7.0 -2.3 0.3

Hong Kong Hang Seng -0.2 3.8 5.1 3.5

alternatives index

Property iPD 4.4 19.3 4.4 19.3

Commodities DJ UBS -11.8 -6.6 -7.0 -6.7

Hedge funds HfRX 0.9 8.2 6.5 8.0

Source:	Reuters

Total Returns in Local Currency	 
and in Sterling Terms 

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

GDP Growth 

American	 ‘exceptionalism’:	 Only	
the	 US	 has	 accelerating	 growth.	
Q3	 growth	 revised	 to	 3.3%	 from	
2.8%	after	a	revised	Q2	annualised	
growth	of	4.6%.	Housing	recovery	
hesitated	 recently	 but	 should	
strengthen	 in	 H2	 and	 will	 be	 the	
driver	 of	 strong	 growth	 in	 2015.	
Consumption:	 Improving	 jobs	
outlook	yet	consumer	sentiment	in	
lower	income	groups	is	at	a	4	month	
low,	as	wages	have	grown	no	more	
than	 inflation	 YOY.	 	 	 Consumer	
confidence	better	in	higher	income	
groups	who	have	gained	in	equities	
and	property.	
Production:	 September	 industrial	
production	 	 rebounded	 by	 1%	
MOM.	 	 Investment:	 Non-military	
capital	 goods	 and	 business	
equipment	 orders	 rose	 0.6%	 in	
August.	 	 Auto	 orders	 +4.6%	YOY	
for	 Jan-August.	 Housing	 market	
firm.	Corporate	expenditure	might	
compensate	 for	 waning	 consumer	
spending	when	 interest	 rates	 rise.	
Trade:	 August	 exports	 rose	 to	
record	high,	reducing	trade	deficit	
to	7	month	low.	

With	GDP	growth	forecast	revised	
upward	 to	 	 3.0%	 for	 2014,	 the	
UK	 is	 at	 the	 top	 of	 the	G7.	GDP	
definition	 revised	 to	 include	 R&D	
and	illegal	activities.
Consumption:	 September	 retail	
sales	 growth	 slowed	 to	 2.7%	
YOY	 from	 	 3.7%	 in	 August,	 on	
discounting	and	a	weak	base	a	year	
ago.	 The	 stalling	 of	 the	 housing	
market,	rising	household	debt	and	
equity	 market	 volatility	 will	 hurt	
consumer	confidence.
Production:	 Manufacturing	 lost	
momentum	in	2014	after	a	strong	
start	 in	 Q1.	 September	 PMI	 fell	
to	 51.6	 from	58.2	 last	November.			
Industrial	production	is	only	15%	of	
GDP.	Investment:	Capital	formation	
+3.3%	YOY		up	from	0.9%	in	Q1.		
House	 construction	 buoyant,	
though	it	could	slow	if	house	prices	
stall	and	turn	down.	
Trade:	 IMF	 and	 BOE	 say	 Sterling	
overvalued	 by	 10-15%	 together	
with	EZ	slowdown	are	holding	back	
exports,	 keeping	 current	 account	
deficit	large	~	4%.	

Growth	 for	 Q2	 flat,	 	 2014	 only	
1.1%.	 IFO	 expects	 a	 decade	
more	 of	 EZ	 stagnation	 and	 civil	
unrest.		
Consumption:	 Consumer	 and	
business	 confidence	 falling	 on	
no	 solution	 in	 sight	 for	 Ukraine	
tensions,	 persistent	 high	
unemployment,	 Euro	 strength.	
Travel	 weakening	 on	 Ebola	
threat.	
Production:	 EZ	 Industrial	
production	 grew	 2.2%	 YOY	 in	
July.	 EZ	 August	 PMI	 has	 fallen	
to	 50.7	 (barely	 expansionary)	
from	52.5	in	Q2.	August	German	
manufacturing	 PMI	 fell	 to	 51.2,	
15	month	low.	Auto	sales	+3%	in	
2014,	expected	to	be	3%	p.a.	for	
several	 years;	 recovery	 slowing.	
German	 factory	orders	 fell	 1.3%	
yoy	in	August	after	rising	5.9%.	
Investment:	 Growth	 in	 business	
investment	 unlikely	 with	 low	
PMI	 and	 capacity	 utilisation	 at	
79.5%.	 	Trade:	Overall	EU	has	a	
trade	 surplus,	 largely	 owing	 to	
Germany’s	 huge	 trade	 surplus.	
Italy,	Sweden	also	have	surpluses,	
others	have	trade	deficits.		

China:	Q3	GDP	grew	7.3%	(7.2%	estimated),	
down	from		7.5%	in	Q2.	
Consumption:	 Property	 slump	 is	 cooling	
September	retail	sales	(+11.6%),	lowest	since	
March	2011.
Production:	Follwing	9%	YOY	growth	in	July,	
August	industrial	output	rose	6.9%	YOY,a	5	
year	 low.	September	PMI	rose	to	50.5,	 low	
but	 highest	 since	 March	 2010.	 Electricity	
output	 -2%	 YOY.	 Investment:	 Fixed	 asset	
investment	eased	to	16.5%	YOY	in	Jan-Aug	
during	which	house	sales	fell	10%	YOY.
Trade:	 September	 trade	 surplus	 a	 record	
high	 as	 imports	 were	 down	 2.4%	 while	
exports	 were	 +15.3%,	 with	 exports	 to	 HK	
+34%	(overstated?).
Japan:	Consumption:		Services	PMI	for	Q3	is	
at	Retail		sales	weak	on	sales	tax	rises,	should	
be	better	given	recovery	of		Tokyo	property	
prices	 to	 a	 22	 year	 high.	 Production:	 IP	
volatile:	-2.9%	in	August,	+6%	in	September.	
Weak	 yen	 should	 help	 Japanese	 auto	
demand.	
Investment:	 Q2	 expenditure	 +3.3%	 (4%	
forecast),	only	1.3%	excl	software.	
Trade:	Sept	exports	+6.9%	on	weaker	yen,	
but	weak	volume.

Inflation     

  September CPi fell  to 1.7%, 
from 2.1% in may where it 
peaked on pent up demand 
after the harsh winter. CPi is low 
despite strong job creation, wage 
growth is not accelerating. it 
was just 2% yoy in September, 
down from 2.1% in august.

weak wage growth of 0.9% yoy 
and heavy discounting by retailers 
are keeping inflation at a lowly 
1.5% but going forward low energy 
prices might bring more demand 
led inflation on discretionary goods 
and services. weaker sterling/USD 
amid political uncertainty in the 
UK could also bring some import 
inflation. 

September CPi only 0.3%, a 5 year 
low with deflationary expectations. 
Japanese style deflation can 
be averted if structural reforms 
implemented and growth 
restored before massive asset 
(property) deflation occurs. 
warning to france and italy!

China:	 CPI	 fell	 to	 a	 4	½	 year	 low	 of	 1.6%	
in	 September.	 PBOC’s	 target	 is	 3.5%.	
If	 growth	 decelerates	 quickly,	 deflation		
possible.	 Sept	 PPI	 fell	 2.4%	 YOY,	 the	 31st		
monthly		drop,	on	lower	oil,	coal,	steel	and	
cement	 prices.	 There	 is	 overcapacity	 in	
many	industries	on	weak	industrial	demand.
Japan:	August	CPI	fell	to	3.1%,	having	briefly	
hit	3.7%	in	May	after	a	sharp	weakening	of	the	
yen	to	a	6	year	low.	Expected	to	fall	further.

Monetary Policy     

with jobless rate at a 6 year low of 
5.9% nearing target of 5.2-5.5%, 
fed plans to end  qe after october 
28-29 meeting. yellen  will start  to 
raise rates when wage growth picks 
up, maybe ‘some considerable 
time after qe ends’. She won’t do 
a predictable 25 bps per meeting, 
as Greenspan did in 2004-2006, 
which created the housing bubble.

Sterling lost 7% to the USD because 
of the Scottish referendum and is 
now clawing its way back up. £/eUR  
is also strengthening which could 
derail exports to UK’s largest trading 
partner. To protect the recovery, Boe 
unlikely to raise rates until after may 
2015 election, once the Devomax 
impact on fiscal policy is clearer.

eCB has reduced its refinance 
rate from 0.15% to 0.05% and 
said it  will purchase asset backed 
and corporate bonds for 2 years. 
might also buy Spanish and italian 
sovereign bonds. implementation 
will probably fall short of 
plan, causing undesireable 
euro/USD appreciation.  

China:	 PBOC	 avoiding	 further	 general	 rate	
cut,	 but	 eased	 mortgage	 rules	 and	 rates	
in	 September.	 Also	 injected	 500	 bn	 yuan	
($81	 bn	 )	 into	 the	 5	 largest	 commercial	
lenders	 to	 reduce	 borrowing	 costs.	
	 Japan:	 IMF	 says	 BOJ	 unlikely	 to	
reach	 	 sustained	 2%	 inflation	 target	
until	 2017.	 	 BOJ	 will	 keep	 policy	 loose.

Fiscal Policy   

Treasury wants major infrastructure 
investment programme including 
JfK airport, borrowing cheaply 
at 2.5%, to reduce joblessness, 
especially in the construction 
sector. improving labour market 
and lower govt expenditure have 
eased fiscal headwinds. Budget 
deficit forecast at 2.9% for 2014, 
bottoming out at 2.6% for 2015.

Budget deficit decreasing too slowly. 
Chancellor plans to tighten welfare 
system, reduce maximum payments 
to households, make recipients 
do community work in return 
for welfare payments. However, 
promises made during Scottish 
referendum for greater regional 
powers could bring fiscal loosening.
  

ifo says: french civil service 
provides 25% of french jobs, 
2x Germany’s, must be cut by 
>10%. italy postponed balanced 
budget deadline (2014 deficit 
will be 3% of GDP) by 1 year, 
and will slow privatisation 
programme as it lowered its 
growth forecast to -0.3% for 
2014, third year in recession.

China:	 Fiscal	 stimulus	 limited	 by	 reform	
programme,	 	 slowing	 tax	 revenue	 gains	
and	 need	 to	 get	 approval	 for	 increasing	
the	 deficit.	 Japan:	 After	 first	 sales	 tax	
rise	in	April	brought	sharpest	contraction		
in	 5	 years,	 PM	 Abe	 must	 choose	
between	 shoring	 up	 near	 term	 growth	
by	postponing	or	canceling	next	 tax	 rise	
from	8%	 to	 10%,	 or	 keeping	 his	 pledge	
to	cut	the	debt,	now	over	240%	of	GDP.	
Investors	would	prefer	the	latter.

Macroeconomic	Outlook	as	at	October	2014
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Economic	Forecasts	as	at	October	2014

maRKeT oUTLooK

Interest	Rates	&	Currencies
far from the economic outlook becoming more settled 
as recovery progresses, volatility in all markets is again 
rising as the world struggles to address the problem 
of excessive debt and unbalanced growth.  only the 
US appears to have established a base from which 
healthy growth is possible.  This is because consumer 
debt has been written off as residential property loans 
have reverted to the banks, which in turn have been 
recapitalised.  at the same time, virtual self-sufficiency 
in energy due to the fracking revolution has helped to 
reduce the US trade imbalance.  The result is growth in 
the second quarter of 4.2%, well above the trend rate 
of 2.5%, and favourable indicators in employment and 
housing.  in the UK, growth has also been robust this 
year but there has been less progress in debt reduction, 
either by the consumer or the government.  as the table 
above shows, the UK is still running a large budget deficit 
of 5.2% of gross domestic product (“GDP”) and also has 
a large current account deficit.  with a general election 
on the horizon it is perhaps not surprising that policy has 
been less austere than it should have been, but it does 
mean that government spending will have to be curtailed 
in the future.  

outside of the US and the UK, growth forecasts have 
been scaled back a little and there has been a downturn 
in business surveys as can be seen in the chart above.  
However, these important forward looking indicators still 
point to continuing expansion in all the major regions.  
europe is struggling to reconcile different views of what 
will create recovery.  france and italy have so far refused to 
implement measures to improve productivity and reduce  
debt, even though Spain and ireland have demonstrated 
not only that it can be done but also that it can lead to 
improved economic performance.  Germany has the 
capacity to provide a growth stimulus to europe, but will 

Real GDP  
growth 

Unemployment 
rate

Inflation 
(CPI)

Budget 
% GDP

Central Bank 
rate

Current 
A/c % GDP

2014 2015 Latest    
%

2015 
%

Latest 
%

2015
%

2014 
%

Nominal 
%

Real 
%

2014 
%

US 2.1 3.0 5.9 5.7 1.7 2.1 -2.9 0.25 -1.4 -2.5

UK 3.1 2.6 6.0 5.9 1.2 1.9 -5.2 0.50 -1.0 -3.8

eurozone 0.8 1.3 11.5 11.4 0.3 1.1 -2.6 0.05 -0.2 2.5

Japan 1.1 1.2 3.5 3.6 3.3 1.8 -7.8 0.07 -3.2 0.3

China 7.4 7.1 4.1 4.1 2.0 2.8 -2.1 6.0 4.0 2.2

Source: Bloomberg

not do so without tangible reforms in france and italy. 
This is even though the German rate of growth may be 
slowing as Chinese demand for their exports has faltered.  
This standoff will either result in better fiscal discipline and 
improved competitiveness across europe or the euro will 
break apart.  either way, we must expect more volatility in 
financial markets in the coming months.

UK inflation in this weak growth environment is expected 
to remain below the 2.0% target level for the next year.  
even though the unemployment rate has fallen to 6.0%, 
wage growth remains low at just 0.7% pa and commodity 
prices are not expected to rebound quickly.  it is hard to 
see any reason therefore for the Bank of england (“Boe”)  
to raise interest rates in the near term and certainly not 
before the general election in may 2015.  Not long ago 
there was speculation that rates might rise as soon as this 
November but now there are doubts that rates will rise 
before 2016.  our view is that next June remains the most 
likely time for a move as by then wage inflation may well 
have picked up and there may be more urgency to restrain 
house price rises if inflation in this area is not curbed by 
constraints on lending.   

Sterling has fallen back from its recent highs against the 
dollar as the probability of an imminent rise in interest 
rates has receded.  Sterling remains overvalued against 

Business Surveys Slowing, Still in Expansion Territory
Source: Bloomberg, economist
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As at 30 
Sept 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 2.4 0.2 -0.2 -0.2 S&P 500 16.0 3.8 2.0 9 11 9

UK 2.7 2.4 -0.3 -0.4 -0.4 fTSe 100 13.4 5.2 3.9 21 11 9

Germany 1.7 0.9 -0.8 -0.4 -0.9 eURo Stoxx  15.0 5.7 3.4 62 18 15

Japan 1.0 0.5 -0.4 0.0 -0.1 Topix (Japan) 14.3 6.5 1.9 8 12 14

China 11.4 4.7 3.2 22 13 13

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.

The chart above shows that UK bond value, defined as 
the bond yield after long term inflation, has now fallen 
back to -0.8%.  it is clearly unattractive to buy an asset 
with a negative return after inflation and implies that 
either inflation must fall to 0.5% for current bond yields to 
represent value or bond yields must rise (prices fall).  we 
take the view that current low commodity prices should 
be stimulative for the world economy and that UK wage 
inflation should start to rise now that unemployment is 
down to 6.0%.   a paralysed european economy may well 
be a drag on the UK, but with US growth accelerating 
inflation close to zero seems unlikely.

on this basis we will maintain our strategy of holding 
short maturity higher yielding corporate bonds that 
offer protection against the risk of rising yields.  The 
current yield on these investment grade bonds is 4.2%, 
representing an attractive yield enhancement relative 
to 10 year government bonds but without the upside 
potential (or downside risk) in the event of a significant 
shift in yields, either up or down. 

the dollar and it would not be surprising to see sterling 
weaken further as US economic growth is forecast to 
outstrip that of the UK next year.  

 Sterling is unlikely to change greatly relative to the euro 
as although growth will remain stagnant in Europe, the 
export orientated countries such as Germany are still 
running large current account surpluses and that puts 
upward pressure on the currency.  Relative to the yen, 
we expect sterling to strengthen modestly as Japanese 
growth is slowing to just 1.1% this year.  The rise in the 
sales tax last april has knocked consumer demand and 
exports are faltering as demand from europe and China 
slows.  The likely response is a further devaluation in the 
yen to boost exports, even though the yen is already 25% 
undervalued against sterling.  in the longer term, there 
needs to be a transfer of the 8% surplus being hoarded 
by Japanese companies in favour of the consumer (higher 
wages) and the government (higher taxes) to rebalance 
the economy and eliminate the 8% government deficit.  
Unfortunately, Prime minister abe shows little sign of 
grasping this nettle, leaving Japan facing continued slow 
growth and rising debt until crisis point is reached.  That 
may still be several years away.  in the short term, our 
exposure to the yen is small.

UK	Bonds

over the past month UK 10 year government bond yields 
have fallen (i.e. prices have risen) to 2.2% in response 
to weaker global growth, falling oil prices and inflation 
in the UK of just 1.2%.  These moves are the opposite 
of what we had expected and beg the question whether 
we should shift from our defensive bond position in short 
maturity corporate bonds and floating rate notes in the 
expectation that recent trends have further to run.  

UK Government Bonds Are Again Expensive

Source: Valu Trac Research
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Source: Valu Trac Research

U.S. Corporate Earnings Continue to Power Ahead

Source: Valu Trac Research

Global	Equities
over the last six months we have noted that valuations in 
several equity markets (US and europe) had been looking 
stretched and  price momentum was starting to turn down 
in a sign that a market retracement was likely.  as a result, 
we reduced the equity exposure in client portfolios from 
overweight to neutral, most recently through the sale 
of one of the US equity fund holdings.  However, the 
average10% fall in equity markets seen in the last month 
raises the question of whether this is the start of a more 
significant decline or just a correction in a bull market.  
our view is that the latter is more likely and are therefore 
using current market weakness as an opportunity to 
reinvest some of the cash raised earlier.

The catalyst for the recent fall in equities was a modest 
slowing of economic growth in a world so burdened by 
debt that any fall in the rate of growth threatens a return 
to recession.  Debt is now the defining influence in all the 
major economies except the US.  Not only has government 
debt been rising as most countries continue to run budget 
deficits, but household debt as a proportion of income is 
now higher than it was five years ago, despite austerity.  
The result is that spending and investment are constrained 
and central banks are forced to maintain interest rates at 
very low levels.  This in turn encourages more debt, often 
to purchase property, thereby increasing the vulnerability 
of the overall economy and markets to even small shifts 
in either the rate of growth, the level of interest rates 
or the exchange rate.  in this context, we must expect 
more volatility, especially in equity markets, even though 
central banks are doing their best to maintain liquidity, 
encourage prudent investment and manage expectations 
over the direction of future interest rates.

 The risks to markets are increased as growth trends are 
diverging, with the US and UK experiencing above trend 

expansion whilst europe, Japan and China are below trend.  
Despite this, a common theme is that corporate earnings 
have been growing at a rate above trend in all the major 
markets, which explains why markets have performed 
well over the past two years.  as the chart below shows, 
US companies continue to grow earnings above trend as 
input costs such as wages and energy remain low.  The US 
economy now appears to be on a sustainable growth path, 
which should mean that corporate investment continues 
to accelerate and low unemployment leads to wage 
growth that can stimulate consumer demand.  The US 
central bank is concerned that this virtuous circle should 
not be jeopardised by interest rate rises at too early a 
stage and has indicated that no change in monetary policy 
is likely before the middle of next year.  The problem for 
the US stock market is that its valuation is expensive, so 
any disappointment to company earnings is likely to be 
punished severely. 

The UK has greater debt challenges and is vulnerable in 
the event of a more pronounced slowdown in europe.   it 
also faces a general election in may next year in which the 
commitment to the european Union is likely to be high 
on the agenda and this could unsettle the stock market.  
However, like the US, corporate investment is rising and 
unemployment is low, raising the prospect that higher 
wage growth could in due course provide further support 
for the economy.  on top of this, the valuation on the UK 
stock market is relatively inexpensive, providing support 
in the event of disappointing developments.

in europe, we expect the standoff between Germany 
on the one hand and france and italy on the other (as 
explained on page 5), will eventually lead to a compromise, 
with structural reforms in the latter in return for investment 
spending from the former.  However, Germany can afford 
to wait and it would not be surprising to see political 
upheavals leading to declines in european stock markets, 

UK Equity Valuation is Now Attractive
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Source: Bloomberg

particularly as valuations are generally expensive.  it is 
for this reason that we remain underweight in european 
equities.  

in China, their programme to reduce wasteful, excessive 
investment and encourage consumer demand has 
already resulted in the slowdown in Germany and a fall 
in commodity prices.  it remains to be seen whether this 
transition will be managed successfully, but so far wages 
have been rising at 15-20% and economic growth is 
satisfactory at 7.3%.  we would not be surprised to see 
a more negative effect elsewhere in those emerging 

markets more dependent on commodity exports.  it now 
seems that the developed economies will benefit from 
the windfall of low commodity prices at the expense of 
the emerging markets.

Japan will certainly be a beneficiary of lower input 
costs, but the failure of Prime minister abe’s reform 
plan to encourage higher wages and greater corporate 
investment means continued slow growth and sinking 
further into the debt trap.  whilst the stock market may 
well benefit from further yen depreciation, this is not a 
sustainable policy and we will therefore maintain a low 
exposure to Japanese equities.

In conclusion, global equity markets continue to 
offer upside potential as company earnings are likely 
to continue to grow and the US economy provides 
an engine of stable growth.  However, we expect 
volatility will rise as many countries struggle to 
deal with excessive debt and the fall in commodity 
prices creates recession in some emerging markets 
but supports growth in others as well as in many  
developed markets.  Market valuation is particularly 
supportive for the UK stock market.

UK	Stock	Comments
as concerns over a possible slowdown in growth 
developed in the third quarter and commodity prices fell, 
so we saw stocks in the industrial and oil and gas areas 
underperform, as can be seen in the chart below. our  
high weighting in the undervalued oil services sector and 
in construction, despite projected rapid earnings growth, 
resulted in underperformance over the quarter from our 
UK stocks.

we took the view the market had over-reacted to the 
possibility of a slowdown and that companies such as Taylor 
wimpey, the housebuilder, which is growing earnings over 
the next two years at 25% per annum, deserved a higher 
rating than just half the market average multiple.  Since 
the end of the quarter we have indeed seen shares such 
as these rebound and expect there is considerable scope 
for the re-rating of Petrofac and amec in the oil services 
sector when the oil price stabilises, as well as industrial 
stocks such as Keller, electrocomponents and melrose.

The portfolio benefited during the quarter from another 
takeover approach in the pharmaceuticals sector, as 
the US company abbvie attempted to acquire Shire 
Pharmaceuticals.  we took profits through the sale of Shire 
at a price 55% above our purchase level in april this year 
and reinvested in international airline Group (previously 
British airways).  iaG shares had become cheap on worries 
over reduced traffic but since then have benefited from 
the fall in the oil price.  This is a good example of how 
our contrarian approach to investing can produce good 
results for the medium term investor.

The worst performing sector over the period was food 
Retailing, where the quoted supermarkets have been under 
pressure from the discounters.  we have no exposure to 
this sector, having sold our holding of morrison in march 
at a price 40% higher than the prevailing level.

  

Equity Market Volatility is Rising - Warning!

UK Equity Price Change by Sector - Q3 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) continues to power ahead as supply and demand 
fundamentals as well as high relative yields attract 
increasing investment flows into this asset class.  Property 
is our largest overweight position and we have focused 
our property investments in the regional centres where 
price appreciation has lagged that of central London.  
with London office property now yielding around 4%, at 
the low end of the historic 4% - 9% range, good quality 
property yielding 6% - 7% in the regions is becoming 
highly sought after and prices are moving higher.  at these 
yields, property appears particularly attractive compared 
to both the bond and equity markets.

in London, office property prices appear to have peaked, 
for the moment at least, though we are now seeing rents 
begin to rise.  This trend is transferring to the South 
east and the areas around the major cities, with office 
and industrial buildings seeing both price and rental 
appreciation.  even the better retail buildings, which have 
lagged the other sectors due to the impact of retailing 
over the internet, are now seeing price gains.  we have 
two commercial property funds, both of which are active 
in all three sectors of office, industrial and retail and we 
are looking to add a third with a similar focus in the near 
future.  This follows the sale of the asia Pacific property 
fund at the end of the last quarter.

with the UK growing at above trend and interest rates 
now not expected to rise until the second half of next 
year, we expect further gains from property in 2015.
 

Commodities
The slowdown in Chinese demand for commodities as 
the leadership attempt to rebalance their economy has 
changed the demand for industrial commodities. This 
is reflected in sharp declines in iron ore, copper and 
aluminium prices (the iron ore price has halved in the 
past 12 months).  at these levels, some of the marginal 
producers are not viable, but prices remain under threat as 
the large mining companies still have new supply projects  
scheduled to come on stream next year and they could 
well be prepared to sacrifice short term profitability in the 
interests of eliminating more of the competition.

energy prices have fallen as Saudi arabia has maintained 
output despite the increase by 3m barrels of oil a day in US 
production, due to the fracking revolution.  it is perceived 
that fracking would be uneconomic somewhere between 
$70 - $80 a barrel, so the floor for the oil price is likely to 
be close to current levels.  Gas prices, meanwhile, have 
been rising.

agriculture has bottomed out after sharp falls this year 
and the outlook to the end of the year is relatively stable.

Hedge	Funds
over the last quarter we shifted our hedge fund exposure 
into 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 
provide diversification to the existing investment approach 
both in style and content.

Matthew Hunt
0207 392 2811

600

700

800

900

1000

1100

1200

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 September 2014



Asset	Allocation	For	October*	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 Q4 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


