
Review of q4 2014
The fourth quarter saw a continuation of economic 
divergence, with the US and UK experiencing trend 
levels of growth and higher employment whilst in Japan, 
europe and China expectations for economic activity 
were scaled back modestly.  The most significant event 
of the quarter was the 40% fall in the price of oil and 
this  served to exacerbate these trends.  The immediate 
effect of the decline in the oil price was to lower inflation 
expectations and drive bond prices up around the 
world.  UK government 10 year bond yields fell from 
2.4% to 1.8% over the quarter to produce a total return 
of 6.7%, making gilts the best performing asset class 
after US equities.  Both the fall in the oil price and the 
decline in inflation were at odds with our expectations for 
improving economic growth to lead to higher, rather than 
lower bond yields.  As a result, our bond portfolio was 
positioned defensively and did not fully participate in the 
rally.  in addition, we suffered from holding a bond issued 
by an oil company, Premier oil, which was impacted 
disproportionately by the decline in the oil price.  The 
result was a significant underperformance vs benchmark 
although returns were still positive.

•	 US and UK economic growth to be supported by the fall in commodity prices, especially oil.

•	 Bond prices now anticipate deflation in all the major economies, but this should be shortlived. 

•	 	Deflation represents a threat to indebted economies so interest rates to stay low for longer.

•	 	Equity markets to benefit from continued Central Bank largesse.

•	 Our UK commercial property exposure at maximum as rental yields start to grow strongly.

our UK equity positions, on the other hand, outperformed 
by an equally wide margin as the fall in the oil price 
boosted consumer orientated shares and companies 
particularly sensitive to the economic cycle.   our UK 
equities thus produced a 4.8% return over the quarter, 
outperforming the fTSe 100 by 5.1%.  The international 
equity holdings were up by 4.5% over the quarter, with 
the US shares benefiting from a 4.1% appreciation in the 
dollar, more than offsetting a depreciation in the yen over 
the same period.  

our alternative investments had mixed results.  
Commercial property,  where we have our biggest 
overweight position, was up 4.2% over the quarter, 
continuing the trend of rising values outside of London.  
Commodities, on the other hand, fell by 12% as Chinese 
demand slowed and fears developed that oil price 
weakness was a manifestation of a lack of demand rather 
than an excess of supply.    

Increasing	Economic	Uncertainty
The slowdown that began tentatively in the third quarter 
continued into the fourth, with China, Japan and europe all 
facing structural problems that, in combination, dragged 
down the growth rate of the global economy.  China is 
suffering from an overvalued exchange rate, several 
years of excessive and unproductive capital investment 
and weak corporate profitability as wages grow faster 
than prices.  The bottom line is that China is no longer 
as competitive as it was.  Japan continued to suffer the 
after-effects of the tax rise in April last year, with weak 
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Prospect Wealth Management: Performance of Model Portfolios at 31 December 2014

Last 3 Months Last 12 Months

Model Portfolio Prospect Benchmark Prospect Benchmark Benchmark Name

% % % %

Low Volatility Portfolio 1.0 0.1 2.9 0.5 3 month LiBiD

Bond 0.2 5.0 2.3 12.4 fTSe 5-15 / iBoXX

UK Equity 4.8 -0.3 4.7 0.7 fTSe 100

UK Equity Funds 0.0 -0.3 0.5 0.7 fTSe 100

UK Alpha 4.9 -0.3 5.4 0.7 fTSe 100

International Equity 4.5 4.9 11.0 12.2 fT All world ex-UK

Equity Alternatives -2.4 -2.1 3.3 2.9 Prospect Composite*

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

consumer spending.  Prime minister Abe called a snap 
election in December, which he won with a resounding 
majority, and then embarked on more quantitative easing.  
That was good for the stock market but bad for the yen, so 
the net effect for UK investors was a negligible return for 
the quarter. we have little exposure now to Japan so were 
not greatly affected.   Europe saw continued low growth, 
partly due to the effects of austerity and debt, but also 
due to a slowdown in exports to China, which impacted 
Germany in particular.   The turmoil in Ukraine did not 
help sentiment in europe, but the economic impact of 
these events was small. Again, we were underweight in 
europe as the equity market appeared expensive for the 
slow rate of growth we anticipated.  

The US economy has the strongest foundations of all the 
developed countries, having recapitalised its banks and 
reduced household debt to manageable levels through 
mortgage write-offs.  Although employment continued 
to grow during the fourth quarter, weakness elsewhere in 
the world rippled through the US economy and growth 
forecasts were scaled back modestly.  The same effect 
was felt in the UK, where consumer confidence weakened 
as house price growth slowed. However, the underlying 
fundamentals remained positive with real wages rising 
and business surveys pointing to expansion.

Lower	Oil	Price	Potentially	Inflationary	
The unexpected fall in the oil price pushed the rate of 
inflation down to 1.0%, well below the Bank of england’s 
2.0% target and corporate bond yields declined along 
with government bond yields.  with lower oil prices likely 
to provide a stimulus to global growth in the coming 
months, we decided against adding to our bond exposure 
at historically low yields.  we therefore maintained our 
exposure to defensive short dated corporate bonds and 
floating rate securities rather than chasing what appears 
to be the final stage of the bond cycle.   

Alternatives	Mixed	Results
The UK commercial property index was up 4.2% over the 
quarter as investors continued to be attracted to yields 
outside London of around 6% for high quality properties.  
Compared to bond yields this looks particularly attractive 
and even in London, where yields are down to just 3.5% 
in the west end, prices were still rising modestly.  we 
added to our UK regional property exposure through the 
purchase of the Schroders Real estate investment Trust.  
This took our property exposure to close to the maximum 
we would allow ourselves, reflecting the attractive risk / 
return characteristics of the asset class relative to others.

Commodities produced a negative return of -12% over 
the quarter as energy, metals and agriculture prices all 
continued to fall. The Schroders commodity fund we invest 
in underperformed the Bloomberg commodity index by 
8% over the quarter due to a relatively high weighting in 
oil and natural gas. The fund is the smallest component 
of our overall alternatives exposure so the impact on 
portfolio total return was small. 
 
Hedge funds produced a zero return over the quarter as 
the invesco multi-asset strategy produced a 4% return 
for the period whilst the Paulson merger arbitrage fund 
lost a similar amount.  The two funds have very different 
investment styles offering a desirable diversification and 
each has a track record of attractive returns for a relatively 
low level of risk.

The Low Volatility Portfolio produced a 1.0% return, 
within the target return range, albeit at the lower end.  The 
portfolio benefited from strong returns from infrastructure, 
ground rents and securitised loans, but negative hedge 
fund returns detracted from the total.  The portfolio is still 
awaiting the addition of one or two extra funds at which 
point the chances of achieving the objective of 4% - 6% 
returns with low downside risk will be further enhanced.

Source:Thomson Reuters
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Total Return Local Total Return Sterling

                  
31st Dec 

2014

3 mths to 
31st Dec 

2014          
%

12 mths to 
31st Dec 

2014 
%

3 mths to 
31st Dec 

2014 
%

12 mths to 
31st Dec 

2014 
%

Currency v Sterling Rate

US dollar 1.56 4.1 6.3 

euro 1.29 -0.3 -6.4 

yen 186 -4.6 -6.5 

Cash (3m) yield %

UK 0.46 0.1 0.5 0.1 0.5 

USA 0.14 0.1 0.3 4.2 6.6 

euro 0.07 0.0 0.2 -0.3 -6.2 

Japan -0.02 0.0 0.0 -4.7 -6.5 

Gov’t Bonds 10yr yield %

UK 1.76 6.7 14.7 6.7 14.7 

USA 2.17 3.6 10.5 7.9 17.4 

Germany 0.54 4.2 15.6 3.9 8.2 

Japan 0.33 2.1 4.8 -2.7 -2.0 

equities index

UK fTSe 100 -0.2 0.7 -0.2 0.7 

USA S&P Comp 5.0 13.7 9.3 20.9 

Germany DAX 4.2 7.1 3.9 0.2 

france CAC -2.4 2.7 -2.7 -3.9 

Spain SmSi -4.7 6.2 -5.0 -0.6 

italy BCi Gen -7.4 4.6 -7.7 -2.1 

Japan Topix 6.6 13.4 1.6 6.1 

Australia All ord 3.2 6.1 0.4 3.4 

Hong Kong Hang Seng 3.9 4.7 8.3 11.3 

Alternatives index

Property iPD 4.4 19.3 4.4 19.3 

Commodities DJ UBS -12.1 -17.0 -8.5 -11.8 

Hedge funds HfRX 0.0 5.5 4.1 12.1 

Source:	Reuters

Total Returns in Local Currency	 
and in Sterling Terms 

3 months and 12 months to 31st  December 2014
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US UK Eurozone Asia

GDP Growth 

Hailed	 the	 ‘least	 ugly’	 economy	 at	
Davos.
Consumption:	 Cheapest	 gasoline	
since	2009	and	improving	jobs	outlook	
lifting	 consumer	 confidence	 and	 retail	
sales	 momentum,	 especially	 sales	 of	
electronics,	 furniture,	 clothing,	 and	
autos.	 Services	 (80%	 of	 economy)	
stronger	 than	 manufacturing.				
Production:	Strength	of	manufacturing	
masked	 by	 lower	 value	 of	 utility	
output	 as	 gas	 and	 electricity	 prices	
fall.	 Investment:	 December	 durable	
goods	 orders	 were	 down	 for	 the	 4th	
month.	Demand	from	Europe	and	EM	
for	 business	 equipment	 (electronics,	
industrial	 machinery)	 is	 declining.	
Housing	 recovery	 	 uneven	 November	
home	sales	slumped	from	a	year	high	in	
October.	December	capacity	utilisation	
retreated	to	79%,	business	investment	
not	 yet	 urgent.	 Trade: Q4	 trade	 gap	
narrowed	 only	 slightly	 because	 of	
stronger	than	expected	import	demand	
and	weaker	exports.

UK	 growth	 momentum	 falling,	
external	imbalances	persist.
Consumption:	 Retail	 spending	
supported	 as	 petrol	 and	 heating	
bills	 decline,	 but	 	 slowing	 of	 UK	
house	 price	 rises	 and	 stricter	
mortgage	 approvals	 will	 dampen	
white	 goods	 purchases	 and	
consumer	confidence	generally.
An	 inflow	 of	 strong	 Swiss	 francs	
might	 soon	 give	 a	 filip	 to	 London	
house	 prices.	 Production.	
Industrial	 output	 flat	 y/y	 in	
November,	 including	 a	 5.5%	 drop	
in	 oil	 extraction,	 alongside	 strong	
manufacturing.	 	 December	 PMI	
dipped	 to	 52.4	 (Nov	 was	 53.5).		
Investment:	 Construction	 outlook	
is	 improving.	Housing	 construction	
is	 growing	 and	 infrastructure	 and	
commercial	building	is	picking	up.
Trade:	 In	 Q4	 trade	 deficit	 with	
Germany	widened	sharply	and	with	
Europe	widened	slightly	as	exports	
to	 Europe	 fell,	 while	 exports	 to	
other	countries	rose	sharply	.	Lower	
GDP	 	 growth	 in	 2015	 will	 slow	
imports,	but	also	external	demand	
is	weak.	

EZ	recovering		slowly.	Greece	ended	
its	6	year	recession.	Italy’s	recession	
in		9th	quarter.		
Consumption: Disinflation		
supporting	 real	 wage	 growth	 (e.g.	
+1.5%	 in	 Germany),	 plus	 ECB	 QE	
stimulus	 has	 lifted	 EU	 January	
consumer	 	 confidence.	 EZ	 jobless	
rate	not	declining.	German	consumer	
confidence	at	highest	since	2001	on	
low	energy	prices,	ECB	QE		stimulus.	
German	 	 jobless	 rate	 set	 to	 fall	
further.	
Production: Modest	 rebound.	 	 EZ		
manufacturing	 PMI	 rebounded	 to	
51	in	January	from	50	in	November,	
an	 18	 month	 low.	  Investment:	
Capital	goods	production	+1.4%	y/y	
Growth	in	business	investment	weak		
with		PMI	barely	into	expansion	and	
capacity	 utilisation	 at	 80%,	 not	 yet	
pressure	for	investment.	
Trade:	 Overall	 EU	 has	 a	 trade	
surplus,	 largely	owing	to	Germany’s	
huge	trade	surplus.	Ireland,	Norway,	
Sweden,	 Switzerland,	 Netherlands	
also	have	surpluses.		

China:	Consumption: Falling	property	prices	
weigh	on	retail	sales	growth.	
Production:	 	 January	 PMI	 signals	
contraction,	on	weak	commodity	prices	and	
weak	domestic	and	European	demand.		
Investment:	 Inventory	 investment	 low	 as	
companies	destock.	Fixed	asset	investment	
easing.	 Trade:	 Trade	 war	 afoot!	 China	
aims	 to	 restrict	 tech	 equipment	 imports.	
Dec	trade	surplus	up:	 imports	 fell	on	weak	
demand,	lower	oil	price;	exports	+	9.1%	on	
reviving	US	demand.
Japan: Consumption:		December		household	
spending	-3.4%	y/y.	Prices	rising	faster	than	
wages	 for	 17	months	 inhibits	 discretionary	
spending.	
Production:	 Q3/Q4	 industrial	 production	
+1.8%	on		strong	capital	goods	production.	
Dec	PMI	52.1.	
Investment:	 Strong	 Q3/14	 capital	
investment,	 +5.5%	 y/y	 (1.5%	 expected)	
including	 85%	 increased	 investment	 in	
metals	industry.		
Trade: JPY/USD	 lost	 36%	 since	 12/	 2011,	
more	weakness	expected	in	2015/16	as	Abe	
won	renewed	mandate	for	monetary	easing/
QE.	

Inflation     

December CPi fell to 0.8% from 1.3%, 
in November. Rising rents, medical 
care and airfares were offset by falling 
apparel prices. fed expects full 
employment by late 2015. By then the 
fall in inflation from lower fuel prices will 
give way to rising demand led inflation 
when wage pressures kick in (in H2).

Dec CPi fell to 0.5% from 1.0% 
in November. Boe expects 
deflation. Lower petrol and fuel 
prices are bringing down inflation 
expectations. As in the US, in H2 low 
jobless rate will bring wage rises and 
extra disposable income can bring 
demand led inflation, and CPi will 
rise again.  

January eZ CPi sank further into 
deflation (-0.6%), justifying qe. 
Germany in deflation (-0.3%), even 
though jobless rate of 6.5% at 20 
year low. Spain deflation -1.4%.   
Persistent  deflation can be averted 
if structural reforms restore growth 
before asset (property) deflation 
occurs in france and italy as it already 
has in Spain, Greece and ireland. 

China: Falling	 commodity	 prices,	
overcapacity	 	 cause	 factory	 gate	 price		
deflation,	Dec	PPI	-3.3%	,	lagged	effect	on		CPI	
1.5%	(Dec),	was	2.5%	in	June.	Lower	Chinese	
export	 prices	 feeding	 global	 deflation.		

Japan:	 No	 wage	 inflation	 as	 strong	 job	
creation	 is	 mostly	 temporary	 workers	 who	
don’t	 	 make	 wage	 demands.	 December	
core	 CPI	 rose	 2.5%	 (estimate	 2.6%),	
only	 0.5%	 if	 sales	 tax	 rise	 excluded.	

Monetary Policy     

Chairman yellen exercising ‘patience’ 
regarding first rate rise, which would be ‘a 
considerable time away’. fed upgraded 
US economy outlook after a sharp fall 
in January jobless rate to 5.6%, but 
warned that hiring might slacken citing 
weakening global economy. imf sharply 
lowered growth forecasts for europe, 
Japan,  China. Rate rise June/July.

Lower inflation postpones base 
rate rise. Boe says fall in oil 
prices only threaten UK financial 
stability indirectly through 
greater geopolitical risks (Russia).   
weakening sterling/USD  will 
bring import inflation, including 
$ based commodities, though 
Sterling/eUR likely to strengthen. 

in January, eCB introduced qe 
to buy €60 bln govt bonds and 
other assets per month, €1.1 trn in 
total to reverse deflationary spiral. 
€/$ down 25% since June, more 
weakness expected, given negative 
nominal interest rates in eZ vs 
coming fed rate rise, and Greek 
debt negotiations. Swiss franc/euro + 
40% after SNB removed cap vs euro. 

China: PBOC	 lowered	 best	 lending	 rate	
from	6%	to	5.6%	on	24/11.	Weakening	fiscal	
balance	 puts	 onus	 on	 monetary	 easing	 to	
support	 growth.	 PBOC	 will	 lower	 reserve	
ratio		requirement		in	Q1	/15.	PBOC	restricting		
purchases	 of	 equities	 on	 margin	 should	
reduce	 volatility	 from	 speculative	 flows.			

Japan:	Inflation	set	to	fall	to	0.5%	by	08/15.			
Negative	 BOJ	 lending	 rate	 expected.

Fiscal Policy   

Budget deficit in November was 
$56 bln, versus $135 bln a year ago. 
Deficit reduction helped by higher tax 
revenues from job creation.  Budget 
deficit forecast shows normalisation 
at 2.6% for 2015. fiscal spending can 
become less austere, neutral for growth

Before interest rates rise, the 
Treasury is planning to redeem and 
refinance at low rates very old bonds 
issued post wwi and in 1722 to 
bail out the South Sea Company.  
Rather than tax rises as the LibDems 
would do, Tories plan spending 
cuts of 25% to some departments.

eZ budget deficit recovered to 2.6% 
for 2014 from 6.4% in 2009. German 
tax reform to reduce iHT. Greek bond 
yields rose from 5.5% in Sept to 10.8% 
on 1 feb as Greece’s newly elected 
anti-austerity Syriza government 
attempts to renegotiate debt. 

China:	 Tax	 revenue	 growth	 is	 slowing	
because	of	weak	property	sector	and	falling	
factory	profits.

Japan: PM	Abe	 failing	 	 to	 inflate,	 tax	 and	
grow	its	way	out	of	debt,	now	226%	of	GDP.	
Next		sales	tax	rise	postponed.	Corporation	
tax	reduced	by	3.3%	to	31.33%	over	2	years.	
Approved	a	$29	bln	fiscal	stimulus	package	
including	 fuel	 subsidies	 and	 shopping	
vouchers	for	the	poor	and	low	interest	loans	
for	small	businesses.		

Macroeconomic	Outlook	as	at	January	2015
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Economic	Forecasts	as	at	January	2015

mARKeT oUTLooK

Interest	Rates	&	Currencies
The global economy has entered a new phase with the fall 
in the price of oil exacerbating the deflationary forces that 
could lead to catastrophe in a world still overburdened with 
debt.  inflation has fallen below 1.0% in all the developed 
markets (including Japan if you strip out the effect of tax 
increases), reflecting a general lack of demand as well as 
weak commodity prices.  This is not an environment in 
which we expect interest rates to rise in the near term, 
even though rates are close to zero everywhere.  

The US economy continues to lead the global economic 
recovery. Unemployment is now down to 5.6%, (close 
to full employment), and with wages rising faster than 
inflation at 2.1% consumer confidence is at a cyclical 
high.  only two months ago we were expecting the US to 
raise interest rates this summer.  However, even though 
consumer debt has shrunk to manageable levels and 
corporate profitability is at a cyclical high, investment is 
faltering.  The fall in commodity prices has already caused 
retrenchment in the energy and mining sectors and this is 
dampening growth.  Nevertheless, we expect the lower 
oil price to be positive for consumer spending in due 
course and to reinforce growth.  on this basis, we would 
expect the US federal Reserve to start to tentatively raise 
interest rates by the end of this year.  

The UK recorded the best rate of growth of the developed 
economies in 2014, with expansion of 2.6%, close to the 
long term trend rate of growth.  As in the US, demand has 
been driven by the consumer, with unemployment down 
to 5.8% and wages now growing at 2.2%, well ahead of 
the latest 0.5% rate of inflation.  The recovery appears 
fragile though.  There are concerns that with inflation 
expected to turn negative in the coming months, as lower 
oil prices feed through the economy, so wage growth 
may again falter and derail this consumer led recovery.  

Real GDP  
growth 

Unemployment 
rate

Inflation 
(CPI)

Budget 
% GDP

Central Bank 
rate

Current 
A/c % GDP

2015 2016 Latest    
%

2015 
%

Latest 
%

2015
%

2015 
%

Nominal 
%

Real 
%

2015 
%

US 3.0 2.8 5.6 5.5 0.8 0.9 -2.9 0.25 -0.6 -2.3

UK 2.6 2.3 5.8 5.6 0.5 0.6 -5.3 0.5 0.0 -4.5

eurozone 1.1 1.5 11.5 11.3 -0.2 0.3 -2.6 0.05 0.3 2.5

Japan 1.0 1.4 3.5 3.5 2.7 1.5 -8.0 0.07 -2.6 0.3

China 7.0 6.7 4.1 4.2 1.5 2.3 -2.1 5.6 4.1 2.3

Source: Bloomberg

in addition, the political environment is not conducive 
to increased corporate investment.  The may general 
election is expected to lead to a hung parliament, with 
almost any combination of parties leading to uncertainty.   
A labour led coalition would create fears of economic 
mismanagement whilst a conservative led coalition would 
create concerns over an exit from europe.  with these 
political uncertainties on top of subdued inflation, the 
Bank of england is unlikely to want to raise interest rates 
until 2016. 

Outside of the UK and US, growth forecasts have 
again been scaled back as those economies that have 
not dealt with their debt struggle to create demand.   
Previously, the expectation was that the US would be the 
engine of growth that would  give other economies the 
breathing space to effect structural reforms.  However, the 
reforms are slow to materialise.  China has seen a fall in 
consumer demand as banks have cut back lending. This 
is at odds with the increase that was expected from the 
government’s promise to rebalance the economy away 
from exports.  in Japan, we have recently seen more 
quantitative easing to drive the yen even lower,  but there 
has still been little sign of the promised structural reforms.  
in europe the story is the same.  High levels of debt in the 
mediterranean periphery  require more flexible working 
practices and also more demand from the savings rich 

Unemployment Declining in US and UK
Source: Bloomberg, economist
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BONDS EQUITIES				
As at 31 

Dec 2014

Inflation 
(10 year)

10 yr bond yield 10 yr bond 
yield

Valuation Earnings 
growth

Volatility

Forecast Nominal Real 3m 
chg

12m 
chg

P/E 
2015

ERP* Div 
Yield

2015 2016

% % % % % % % % % % %

US  2.0 2.2 0.2 -0.3 -0.9 S&P 500 17.4 3.6 1.9 7 12 14

UK 2.6 1.8 -0.8 -0.7 -1.3 fTSe 100 13.9 5.4 3.9 2 12 18

Germany 1.6 0.5 -1.1 -0.4 -1.4 eURo Stoxx  15.8 5.8 3.3 16 13 22

Japan 0.9 0.3 -0.6 -0.2 -0.4 Topix (Japan) 15.4 6.2 1.8 12 9 17

China 15.4 2.8 2.2 12 12 32

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.

existing wage growth and raise expectations for future 
inflation.  Alternatively, will deflation, albeit temporary, 
depress wage growth?  our bond holdings are currently 
defensively positioned reflecting our view that wage 
growth is likely to accelerate as demand benefits from 
lower oil prices.  we are monitoring the situation closely 
and are prepared to shift strategy if it appears that we 
are entering a deflationary spiral.  However, this seems 
unlikely as monetary policy remains highly stimulative 
and the government’s approach to spending has been 
pragmatic, despite George osborne, the UK Chancellor’s 
rhetoric about austerity.  

we are wary of taking on more bond risk at a time when 
value is unattractive and price momentum is approaching 
a level that historically has seen a reversal in prices.  we 
will thus continue to hold our portfolio of short dated 
corporate bonds that currently offer a yield to maturity 
of 3.9% and substantial protection against a rise in bond 
yields.   Bonds are included in portfolios to provide 
predictable returns and our strategy ensures that this 
will continue to be the case regardless of the uncertain 
inflation outcome over the next 12 months.

northern countries.  So far we have seen little change to 
the status quo, though the election of a radical left wing 
party in Greece may ironically prove to be a welcome 
catalyst for positive change. 

The result is that all the weaker economies are looking 
for  improved competitiveness to come from a weaker 
exchange rate, primarily against the US dollar, though 
also implicitly against sterling, on account of the UK’s 
faster rate of growth.  The chart opposite shows how, in 
recent months, currencies have been depreciating against 
the US dollar, after adjusting for inflation.  The euro was 
falling in anticipation of european central bank (“eCB”) 
starting quantitative easing, and now this is a reality the 
pace of depreciation has accelerated.   The Japanese 
easing has resulted in the yen now being more than 20% 
undervalued against the dollar.  Sterling is close to fair 
value versus the US currency, implying there is room for 
more depreciation in coming months.  The worry though 
is that if the dollar becomes too strong, this could inhibit 
US growth as US exports become uncompetitive.  

on the basis of these currency trends, we have a bias 
towards US investment and against europe, Japan and 
China.

UK	Bonds

As inflation has been driven down by the fall in the oil 
price, so the yield on the 10 year government bond has 
fallen and has now reached a historic low of 1.3% as at the 
time of writing. with inflation expected to turn negative 
in the coming months, it is possible yields will drop even 
lower and drive prices higher.  

The question now is whether lower oil prices will prove 
to be a stimulus to consumer spending, accelerate 

Currencies Are Devaluing vs US Dollar in Real Terms

Source: Valu Trac Research
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Source: Valu Trac Research

U.S. Corporate Earnings Support Stock Market

Source: Valu Trac Research

Global	Equities
equity markets have recovered, as we expected, from 
the 10% decline seen in the last quarter, but volatility has 
increased to reflect the greater uncertainty caused by 
the threat of deflation in a debt burdened world.  five 
years ago the hope was that economies would be able 
to reduce debt through faster growth.  only the US has 
achieved that, to some extent at least.  elsewhere, new 
solutions are needed, such as default, structural reform 
or higher taxation on those sectors of the economy that 
are in financial surplus.  in most countries the corporate 
sector has benefited from high margins as wages have 
been cut whilst tax levels have been kept low.  The result 
has been strong company balance sheets and buoyant 
stock markets.  These corporate surpluses could well be a 
source of funding to reduce the debt governments have 
built up in their efforts to rescue their economies from the 
financial crisis of 2008/9.

ironically, it is the US, where the growth outlook is the 
most favourable of the developed economies, that 
is the first to propose a tax grab from the corporate 
sector.  President obama has recently suggested a one-
off tax on offshore corporate cash holdings to fund new 
infrastructure investment in the US.  This could offset 
some of the reduction in capital expenditure by the 
mining and energy sectors and bolster employment and 
wage growth.  Such initiatives underwrite the US recovery 
through an appropriate redistribution of wealth with a 
long term multiplier effect.  This gives us the confidence 
to maintain a full weighting to the US market even though 
it is expensive on most valuation measures, as can be 
seen in the table on the previous page.

Japan is in a similar situation in that the corporate sector has 
a strong cash position following several years of currency 
depreciation that has left the yen some 25% undervalued 

against the dollar.  Prime minister Abe’s strategy has been 
to borrow to finance increased government spending and 
to devalue the yen by printing money.  The result has 
been higher corporate profits, but also higher levels of 
government debt, which the government then tried to 
reduce through a consumption tax.  This has backfired 
as the consumer has no capacity for higher taxation after 
years of low wage growth and so consumer spending 
has collapsed.  Clearly, it is the corporate sector that 
should be taxed but it seems unlikely this will happen 
as Abe is too closely aligned with the corporate lobby.  
There is now the risk that debt, currently 150% of gross 
domestic product (“GDP”), will eventually spiral out of 
control.  Although the stock market has mostly reacted 
positively to the devaluation of the yen, this is not a long 
term solution as the economy continues to stagnate.  As a 
result, we have little exposure to Japanese equities.  This 
is unlikely to change until we see a change in the direction 
of government policy.

Europe is similarly stagnating as the indebted South 
struggles with debt and austerity whilst the savings rich 
North refuses to spend.  Deflation has created a new 
urgency at the eCB to breathe life into the european 
economy and hence the start of quantitative easing, 
despite the objections of Germany.  The immediate effect 
has been to devalue the euro by 6% against sterling over 
the past two months, which has given a boost to stock 
markets as exports become more competitive.  The 
question now is whether the indebted countries take 
further measures to become competitive through labour 
and tax reforms.  Greece, under the new leadership of the 
leftwing Syriza party may surprise europe by setting an 
example of radical reform in return for a degree of debt 
relief.  for now though, european markets look expensive, 
as the chart above shows, and the risk of slow growth 
and further currency depreciation make the stock market 
unattractive.  we therefore remain underweight in europe.

European Equity Valuation is Now Expensive
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Source: Valu-Trac

UK growth is forecast to slow modestly this year as 
government spending is cut back after the election and 
sterling becomes less competitive against the euro.  
However, the stock market remains the most attractively 
valued of the major equity markets and we expect 
consumer spending to support company earnings growth 
outside the energy and mining sectors.   The election 
may cause some volatilty, but we do not expect radical 
changes to government policy that will have a material 
impact on company earnings.  As a result we are happy to 
maintain a full weighting in UK equities.

A key risk for all equity markets is that at some point the 
US central bank will raise interest rates.  The catalyst is 
likely to be when employment reaches a level that creates 
faster growth in wages and as we have said, we expect 
this to happen towards the end of 2015.  in anticipation 
of higher interest rates and in response to weak growth 
elsewhere, we also expect the US dollar to appreciate 
and at some point this will impact US company earnings.  
This is unlikely to happen until 2016, so we believe there 
is still scope for the US growth engine to support equity 
markets around the world, particularly as bond yields 
represent such an unattractive alternative at present. 

In conclusion, global equity markets are likely to 
continue to be supported by the cash pumped into 
the global financial system by the central banks, 
with the European Central Bank being the latest to 
join the party.  Volatility is likely to remain high as 
countries struggle to lower their still excessive debt 
in an evironment where there is a lack of demand.  As 
the time approaches for interest rates to rise in the 
US we will be wary of a market fallout, but we expect 
this to be more of a worry for the second half of 2015 
than the first.

UK	Stock	Comments
The fall in commodity prices during the quarter impacted 
the UK stockmarket in a number of different ways. Some 
sectors such as general retailers and airlines reacted 
very positively to the fall, whereas, the oil and mining 
sectors underperformed by as much as 12% and 10% 
respectively. on balance, Prospect’s UK equity portfolio 
was a net beneficiary of these movements, outperforming 
the benchmark by 5.1% with a return of 4.2%.
 
Although we have exposure to a number of oil and mining 
stocks such as BHP Billiton, BP and Petrofac, our holdings 
are all substantial companies with strong balance sheets 
and are well positioned to weather the storm and to 
benefit from the cyclical upturn when it comes. we will 
look to add exposure to this sector at a suitable time.
 
The dramatic fall in the oil price was beneficial for 
international Consolidated Airlines Group and the share 
price. we have recently locked in a 37% relative gain 
through the sale of this holding. Lower oil prices  are 
expected to support consumer spending and this was 
reflected in outperformance at w H Smith and particularly  
Debenhams, which increased in value by 26% over the 
quarter.   

The outperformance of our UK portfolio is also partially 
attributable to continued activity in mergers and 
acquisitions in the health sector. Smith & Nephew, a 
manufacturer of surgical devices and artificial joints, saw 
a 15% gain in its share price following speculation of a 
takeover bid by Stryker, a US producer of surgical implants.

over the coming months we expect the low oil price to 
add momentum to growth in the UK. with our weighting 
towards cyclical stocks, which tend to outperform in a 
rising market, we expect our contrarian approach will 
stand the UK portfolio in good stead for 2015. 

  

UK Average Earnings on a Rising Trend

UK Equity Price Change by Sector - Q4 2014

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

ALTeRNATive iNveSTmeNTS

Commercial	Property
As the chart below shows, property prices accelerated  at 
the end of last year and we expect this trend to continue 
into 2015.  encouraged by the signs of improvement in 
the wider UK economy, rents across all sectors are now 
increasing, with the pace of growth reaching 2.7% in the 
last quarter.

investor demand for good quality commercial property 
remains elevated and with prices in central London 
looking fully valued, we have sought exposure to funds 
that are directing much of their investment towards the 
rest of the South east and larger regional cities beyond, 
which will benefit proportionally more from the continuing 
spread of rental growth.  

The recent addition of the Schroder Real estate investment 
trust to the portfolio means that we now have close to a 
maximum exposure to property in our asset allocation.  
we hold three property funds, which together provide 
a well diversified spread of bricks and mortar property 
across retail, industrial and office sectors.  we think that 
UK real estate is still attractively priced at present.  for 
example, the rental yield on the Schroders porfolio of 
properties, predominantly located outside London, is 
currently 6.9%.  This is at the upper end of the 4% to 8% 
range that good quality property typically yields over 
the course of the property cycle and we expect rents to 
grow at perhaps 4% in 2015.  with 10 year gilts yielding 
less than 1.5%, commercial property looks particularly 
attractive by comparison offering a yield enhancement of 
5.4% with the prospect of further growth. 
 

Commodities

Commodities as an asset class have fallen by 25% over the 
past 2 years with energy and many industrial metals now 
trading at prices that are at or below the average cost of 
production.  The slowdown in China has explained much of 
the fall in base metal prices but we expect stronger growth 
in the US this year to underpin a recovery in the price of 
many industrial metal prices.  energy prices similarly have 
fallen to levels at which production is being cut back in the 
US and we expect this, together with improving demand 
as growth accelerates, to lead to a recovery in the price of 
oil during the current year.  we would not be surprised to 
see oil back to the average cost of production of around 
$75 per barrel within the next six months.

Gold has stabilised over the past year and should benefit 
in the event that US wage growth picks up and raises 
expectations of higher inflation, at a time when real 
interest rates remain negative.  we are now looking for 
an appriate time to add to our currently small commodity 
exposure whilst prices are depressed.

Hedge	Funds
we expect the Paulson merger arbitrage fund to benefit 
from the high levels of corporate activity that typically 
occur when company profitability and cash flows are 
strong.  The invesco Perpetual fund should perform well 
in an environment where market trends become more 
predictable following extreme market movements.

Matthew Hunt
0207 392 2811
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Asset	Allocation	For	January*	2015
50%	Bond	/	43%	Equity	/	7%	Alternative	Model

*	This	table	shows	the	asset	allocation	agreed	to	be	applied	to	all	portfolios	for	the	current	quarter,	using	a	50/50	benchmark	
as	an	example.

Plough	Court,	37	Lombard	Street,		
London,	EC3V	9BQ

T:	+44	(0)20	7392	2800	

www.prospectwealth.co.uk

Important	Information
Issued	by	Prospect	Wealth	Management.	The	value	of	investments,	and	the	income	from	them,	
can	go	down	as	well	as	up,	and	you	may	not	recover	the	amount	of	your	original	investment.	
Past	 performance	 is	 not	 a	 reliable	 indicator	 of	 future	 results.	 Forecasts	 are	 not	 a	 reliable	
indicator	of	future	performance.	Where	an	investment	involves	exposure	to	a	foreign	currency,	
changes	in	rates	of	exchange	may	cause	the	value	of	the	investment,	and	the	income	from	it,	
to	go	up	or	down.	The	taxation	associated	with	a	security	depends	on	the	individual’s	personal	
circumstances	and	may	be	subject	to	change.

The	 information	 in	 this	 document	 is	 not	 intended	 as	 an	 offer	 or	 solicitation	 to	 buy	 or	 sell	
securities	 or	 any	 other	 investment	 or	 banking	 product,	 nor	 does	 it	 constitute	 a	 personal	
recommendation.	The	information	shown	is	believed	to	be	correct	but	cannot	be	guaranteed.	
Any	 opinion	 or	 forecast	 constitutes	 our	 judgment	 as	 at	 the	 date	 of	 issue	 and	 is	 subject	 to	
change	without	notice.	The	 research	and	analysis	 in	 this	document	have	been	procured,	and	
may	have	been	acted	upon,	by	Prospect	Wealth	Management	and	connected	companies	 for	
their	own	purposes,	 and	 the	 results	 are	being	made	available	 to	 you	on	 this	 understanding.	
Neither	Prospect	Wealth	Management	nor	any	connected	company	accepts	responsibility	for	
any	direct	or	indirect	or	consequential	loss	suffered	by	you	or	any	other	person	as	a	result	of	
your	acting,	or	deciding	not	to	act,	in	reliance	upon	such	research	and	analysis.

Prospect	Wealth	Management	(PWM)	is	a	trade	name	of	Raymond	James	Investment	Services	Ltd	
(Raymond	James)	utilised	under	exclusive	 licence.	Raymond	James	 is	a	member	of	 the	London	
Stock	Exchange	and	is	authorised	and	regulated	by	the	Financial	Conduct	Authority.	Registered	in	
England	and	Wales,	number	3779657.	Registered	office	77	Cornhill	London	EC3V	3QQ.

Strategic Benchmark Q1 2015 
Tactical 
weights

Weighting 
vs Strategic  
Benchmark

Min Benchmark Max

% % % % %

Cash: 0 0 10 4 +4

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 3 +1

Total Equities 33 43 53 42 +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


