
Review of q2 2016 
The second quarter of 2016 has seen UK portfolio 
returns dominated by the eU referendum, though the 
global economic backdrop was relatively favourable and 
improving over this period.  US and european growth 
continued to recover from the slowdown at the beginning 
of the year as consumer spending was supported by low 
interest rates, low energy prices and rising real wages.  The 
UK, however, saw downgrades to growth as fears that the 
eU referendum would produce a “Leave” vote constrained 
business confidence and investment.  

in the run up to the vote on 23rd June the market took the view 
that a Remain vote was likely, based on prevailing betting odds.  
As a result, sterling appreciated, government bond yields rose 
and shares in domestically orientated companies rose strongly.  

Brexit Surprises Markets
with the shock announcement of the Leave result, these 
trends went into a dramatic and immediate reverse.  Sterling 
depreciated by 9% vs the US$, government bond yields fell 
from 1.4% to 0.7% and domestic company shares fell by an 
average of around 20%. Shares in companies with overseas 
earnings, by contrast, rose by a similar amount. As a result, 
Large Cap UK equities, with some 70% of earnings coming from 
overseas, saw a 6% rise over the quarter. These sharp moves 
reflected concerns that the UK would enter a recession in the 
second half of this year as political and economic uncertainty 
further damaged investment, raised unemployment and cut 
back consumer spending.  

european equity markets fell on fears the UK decision 
could prove to be a catalyst for referenda demands in 
other eU countries, though the impact on other equity 
markets was more muted.  in alternative investments, gold 
benefited from a flight to safety whilst UK property funds 

Total Returns in Local Currency 
Last quarter and Last 12 Months

•	 The	UK	referendum	vote	to	leave	the	EU	has	driven	gilt	yields	down	and	polarised	equity	returns.

•	 	The	global	economic	outlook	remains	positive,	though	the	UK	is	forecast	to	enter	recession	in	H2.	

•	 The	8%	fall	in	sterling	may	help	to	rebalance	the	UK	economy	in	favour	of	manufacturing.	

•	 UK	inflation	is	set	to	rise,	which	is	negative	for	bonds,	whilst	the	outlook	for	equities	is	uncertain.

July 2016

saw an immediate outflow that has led all the major funds 
to suspend dealing until they are able to sell properties in 
an orderly manner.

Total Return for Market

3 months  
to 30 Jun

12 months 
to  30 Jun

% %

Currencies v £ Rate

US dollar
euro
Yen

1.33
1.20
137.4

7.9
5.3 

17.6

18.0
17.7
40.0

Cash (3m) Yield %

UK 
USA
euro
Japan

0.56
0.96
-0.32
-0.46

0.2
0.2

-0.1
-0.1

0.6
0.2

-0.1
-0.2

Bonds (10yr) Yield %

UK
USA
Germany
Japan

0.87
1.49
-0.13
-0.23

5.6
3.1
2.9
1.8

13.0
10.1
9.8
7.4

equities index

UK
USA
Germany
france
Spain
italy
Japan
Australia
China

MSCi UK (LC)
S&P Comp
DAX
CAC
SMSi
BCi Gen
Topix
All ord
Shanghai C

6.5
2.5

-2.1
-2.4
-5.6
-9.6
-7.0
4.6
1.1

3.8
4.2
-8.8
-8.3

-19.0
-24.8
-21.9

3.5
-17.6

Alternatives index

Property
Commodities
Hedge	Funds

iPD
DJ UBS
HFR

1.7
12.8

9.2

9.6
-13.3

-9.1

Source: Reuters



Sterling	Now	8%	Undervalued	vs	US	Dollar
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interest Rates and Currencies
The decision to leave the eU has created a period of 
profound uncertainty for UK markets as the implications for 
the economy are largely unknown.  The expectation is that 
the UK will experience a recession in the second half of 
this year with a slow recovery in 2017.  This is based on the 
assumption that business investment will stall and consumer 
confidence will be damaged as retail prices rise and the 
pace of wage increases slows.  The depreciation of sterling 
by	 8%	 on	 a	 trade	 weighted	 basis	 reflects	 	 anticipation	 of	 a	
recession and has left the currency some 10% undervalued 
against the US dollar, as the chart opposite shows.

The upside to the fall in sterling is that exports become 
more competitive and investment from outside the UK 
becomes more attractive.  in the long term this could 
help to redress the record high UK current account deficit, 
particularly as the devaluation in sterling has come at a 
time when demand in the rest of the world remains strong. 
in the short term though, as exports are a relatively small 
part of the economy, this is unlikely to be sufficient to offset 
weakness elsewhere so sterling may remain weak.

The Bank of england reflected the uncertainty of the 
outlook by leaving interest rates unchanged in July.  The 
expectation is that weakness in the domestic economy, in 
particular in the construction sector, will prompt a cut in 
interest	 rates	 by	 0.25%	 in	 August	 or	 September.	 	 However,	
since rates are currently only 0.5% this is more symbolic 
than meaningful.  of more significance will be changes to 
fiscal policy by the new Chancellor of the exchequer, but 
we will have to wait to see what shape Theresa May’s new 
social agenda will take.

in the US, the latest economic data have been robust so it 
would not be surprising to see an interest rate rise in the 
next three months, the second one in this cycle.

MARKeT oUTLooK UK Bond Market
Government bond yields have recently hit new lows 
(prices at highs) in response to fears of recession.  Clearly, 
the uncertainty over growth has more than outweighed 
the expectations that inflation will rise in response to the 
depreciation in sterling.  The latter should be a one-off 
event, but there is always the risk that higher prices lead to 
higher wages and “stagflation”, the poisonous mix of low 
growth and high inflation.  for now, we will have to wait to 
see how the trends develop before we can judge the likely 
direction	 of	 bond	 prices.	 	 However,	 core	 inflation	 has	 been	

consistently above 1.0% and with 10 year bond yields now 
below 1% there appears little value in UK gilts other than 
as a safe haven.  even this has been tarnished, as Brexit has 
resulted in the UK’s credit rating being downgraded from 
AAA to AA.

Corporate bond prices have been resilient, reflecting the 
assumption that any recession will be mild enough to 
avoid	 bankruptcies	 on	 the	 scale	 of	 2008.	 	 As	 such,	 yields	
of 3-5% from investment grade corporate bonds represent 
attractive value at the present time.  we consider there is 
a greater risk of yields rising from here so prefer shorter 
dated bonds and those with floating rate coupons.  

Source: Thomson Reuters



US Business Surveys on Upward Trendequity Markets

The chart below shows the extent to which UK equity 
sectors have moved in different directions over the past 
quarter, with domestic orientated companies falling whilst 
those with overseas earnings rising.  in general, share prices 
have over-reacted to the decline in earnings forecast by 
analysts for domestic companies, leaving shares in sectors 
such as retailers, financials and real estate appearing 
undervalued.  Similarly, pharmaceuticals, resources and 
defensive utility stocks have become expensive.  The 
dilemma for investors now is whether these dramatic 
adjustments	 to	 expectations	 (for	 example,	 an	 18%	 fall	 in	
estimated earnings for housebuilding companies and a 
23% fall in their share prices) are realistic.  if not, shares in 
cyclical companies with UK earnings are attractively cheap.

 The problem is that the UK economic outlook is 
dependent on the response of companies to their new-
found cost competitiveness, thanks to the fall in sterling.  
it is also dependent on the ability of politicians to reach 
a settlement with the eU and elsewhere on trade and 
regulations.	 However,	 we	 will	 have	 to	 wait	 months	 for	
indications of progress on either front.  The evidence so far 
is that retail sales growth has been insipid and mortgage 
applications since the vote have fallen sharply.  it is too 
early though to judge whether these are evidence of a 
forthcoming recession or not.  our hope is that with growth 
elsewhere  in the world relatively robust, any downturn in 
the UK may be limited.

The european economy is benefiting from a number of 
favourable trends at the moment.  Government spending 
is increasing at the same time as the latest stimulus from 
the central bank is promoting growth in bank lending to 
the private sector.  There is also evidence that the painful 
structural reforms that have taken place in the Mediterranean 
countries (such as wage cuts) are now producing much 
needed export growth.  Consumer confidence is picking 
up and capital investment by corporations is at last on an 
upward trend.   

it is unclear whether the UK Brexit decision will have an 
impact on europe, but an early test will be in october, 
when italy holds a referendum on constitutional reform.  A 
rejection of reform would lead to a general election and the 
possibility of a win for the five Star party who want to leave 
the eU.  The need for a recapitalisation of the italian banks 
is adding fuel to the italian “Leave” movement, as the eCB 
is demanding depositors face losses rather than allowing 
a state bailout.  whilst european stock markets look good 
value at the moment, after Brexit related weakness, there 
is much uncertainty ahead.

The US economy is performing well, despite a brief 
downturn in employment in May.  Since then, employment 
has rebounded, wages are growing at 2.5% and strong 
consumer confidence is maintaining robust car sales and 
house	 purchases.	 	 Bank	 credit	 has	 risen	 by	 8%	 over	 the	
past year and is supporting corporate confidence, as can 
be seen from the rising trends in the business surveys for 
both the manufacturing and service sectors, in the chart 
above.  

Although the US economy is strong, higher wages and 
the prospect of higher interest rates within the next three 
months will constrain company earnings growth.  Corporate 
cash flow has already passed its peak and is trending down.  
This is likely to limit the upside potential for the stock 
market, particularly as the US market is the most expensive 
of the developed markets on most valuation measures.  

Japanese exporting companies have been struggling 
against a 22% appreciation in the yen vs the US$ over the 
past 12 months.  As a result business surveys have been 
weak and corporate investment has fallen.  wages are 
starting to rise at last, which is good for the rebalancing 
of the economy but bad for corporate profitability.  in this 
environment we expect Japanese shares to underperform.

emerging markets, having been in the doldrums for several 
years are now benefiting from US growth and appear 
attractively undervalued.

Source:  Thomson Reuters
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UK equity Sectors - Polarised Performance
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Commodity Price index - Upward Trend established

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. where an investment involves exposure to a foreign currency, 
changes in rates of exchange may cause the value of the investment, and the income from it, to go up 
or down. The taxation associated with a security depends on the individual’s personal circumstances and 
may be subject to change.

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

Prospect wealth Management (PwM) is a trade name of Raymond James investment Services Ltd 
(Raymond James) utilised under exclusive licence. Raymond James is a member of the London Stock 
exchange and is authorised and regulated by the financial Conduct Authority. Registered in england 
and	Wales,	number	3779657.	Registered	office	Broadwalk	House,	5	Appold	St,	London	EC2A	2AG.

Commercial Property
The UK property market has been thrown into confusion 
as retail investors have rushed to sell their holdings in 
the major property funds.  The result is that they have all 
closed temporarily so they can raise cash through the sale 
of properties in an orderly manner and at prices that reflect 
the underlying fundamentals of the market.  There are 
hedge funds willing to buy properties now at distressed 
prices, perhaps 25% below pre-Brexit levels, but we would 
expect funds to wait for the dust to settle rather than suffer 
a firesale of property.

London commercial property has been overvalued for 
some	 time	 and	 a	 correction	 was	 overdue.	 	 Here,	 we	
would expect prices to fall by perhaps 15% over the next 
12	 months.	 	 However,	 declines	 will	 be	 limited	 by	 the	
attractiveness of London property to overseas investors, 
now that sterling has fallen, and by favourable supply and 
demand characteristics.  New developments have slowed 
and there is little overhang of properties for sale from 
banks.	 	 This	 is	 in	 sharp	 contrast	 to	 2008,	 the	 last	 time	 that	
commercial property prices fell.

outside London, valuations are not stretched and the scope 
for price declines is less.  if we assume a mild recession in 
the second half of this year, then we would expect price 
declines of perhaps 7% over the next year outside London.

Commodities
Commodity prices have been supported by a favourable 
mix of positive economic data from the US and China and 
the Brexit event that has prompted a flight to the safety of 
precious metals.  Gold, having appreciated 7% in the last 
quarter, should be due for a period of consolidation now, 
though low interest rates provide an underpinning.  Base 
metals have benefited from the improved growth outlook 
and we expect this to be sustained over the coming quarter.

oil prices have recently fallen from a high of around $50 
/ barrel, but we expect the supply and demand situation 
to remain on a tightening trajectory and that oil prices will 
move towards an equilibrium level of $60 / bl by the end 
of the year.

Agricultural commodity prices are being pushed higher by 
floods in Argentina and drought in Brazil, with the el Nino 
effect boosting coffee and cotton prices.

Hedge	Funds
Hedge	 funds	 in	 general	 have	 been	 able	 to	 benefit	 from	
recent market trends even though markets have been 
volatile and unpredictable, which is usually a difficult 
environment for hedge funds.

Matthew	Hunt

Source:  Thomson Reuters
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