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GLOBAL 
OVERVIEW

❝
The global economy continues 
to recover in 2014, but there are 
continuing concerns about the 
lack of growth in the Eurozone.

❞
The global economy continues to recover in 2014, with the upturn primarily led by the developed 
economies of the US and the UK.  In contrast, monetary policy remains loose in both Europe and 
Japan. There are continuing concerns about the lack of growth in the Eurozone and the prospect 
of deflation whilst Japan is struggling to overcome the effects of its sales tax hike back in April.

From this backdrop, the past month has been a torrid one for investors due to large scale sell offs, 
most notably in Europe and the UK. These have been driven by ongoing structural issues, the risk 
of a new Eurozone recession and a lack of leadership from the European Central Bank (ECB).  It will 
be very interesting to see how these markets react when interest rates inevitably rise.

In contrast to 2013, the Emerging Markets have seen relatively stable growth so far this year. It 
is hoped that this will only improve further as growth in the developed world gradually spreads 
although it is not yet certain how a potential rate rise in the US could affect this.

Although there is certainly risk of further troubles in Europe we believe that comparisons with 
Japan of 20 years ago are unfounded.  Indeed given the results of the US Troubled Asset Relief 
Program  (TARP), we feel that the ECB are increasingly likely to follow suit and act more radically to 
stimulate growth rather than follow the less attractive Japanese stagnation model.
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Active vs Passive: An Irrelevant Debate?

There is a long running debate about which investment strategy is better: active or passive. 
However, is this really the question we should be asking? Why do we need to pit one against the 
other? 

Active funds are run by a fund manager, who makes day to day decisions about which holdings to 
buy and sell, carefully selecting stocks on the basis of thorough research and analysis. In contrast, 
passive funds aim to track the performance of an appropriate benchmark index. They either have a 
near equal weighting to the constituents of an index or for larger indices, a representative sample 
is used.

Those in favour of passively managed tracker funds have one central and quite compelling 
argument in common: cost. As stock selection expertise does not enter the equation, funds are 
available to investors at a much lower cost than an actively managed alternative. Passive funds also 
offer a degree of certainty. They will perform as well as the index they are tracking, less charges.  
However, advocates of actively managed strategies argue that whilst charges might be higher, 
they have the potential to outperform the market rather than simply match it, indeed those active 
funds which do outperform are not shy of publicising this at every opportunity.

Both active and passive approaches have their merits and their drawbacks. In markets that are 
more efficient, liquid and well researched, such as the US, passive structures perform well and 
active fund managers struggle to add value. However small caps (shares of smaller companies) 
and other less liquid assets, which are considered riskier, are better suited to an active fund. In 
geographical areas such as Asia and the Emerging Markets, stock pickers add value as the indices 
are often heavily weighted towards one sector and the benefits of diversification are lost.

In strongly rising markets, passive funds will allow investors to catch the upside with minimal 
downward pressure from trading costs. In contrast, active strategies may be able to better protect 
clients against the full effect of any market falls. The manager of an active fund will usually have 
a specific mandate or ‘style’, which determines the type of stocks that they will purchase for their 
portfolio. This means that it will outperform in certain market conditions and underperform in 
others.

In conclusion, both passive and active approaches to fund management can contribute to a well-
diversified portfolio and assist clients in achieving their long term objectives.  By using passive 
funds as the core of a portfolio, costs can be kept to a minimum and a suite of carefully selected 
actively managed funds can then be added around the core to try and achieve better risk-adjusted 
returns and a more efficient overall portfolio.
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1. UK

The recovery of the UK economy continues, 
demonstrated by the Office for National 
Statistics (ONS) recently revising UK GDP for 
the second quarter of the year up to 0.9%, 
compared with a previous estimate of 0.8%. 
The unemployment rate is also maintaining its 
downward trend. From May to July 2014 the 
rate fell to 6.2%, the lowest since late 2008. 

However despite the encouraging economic 
growth, productivity and wage growth have 
remained surprisingly weak. From May to July 
2014, pay including bonuses was only 0.6% 
higher than the same period a year ago. This is 
much lower than the rate of inflation, measured 
at 1.5% for August. It also poses an issue for the 
Bank of England, who have repeatedly insisted 
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2. US

Like the UK, the US is also showing strong 
signs of an economic recovery. According to 
the US Commerce Department, GDP grew at 
an annualised rate of 4.2% in the three months 
to the end of June 2014. This was positive news 
following a disappointing first quarter in which 
economic growth was impacted by the severe 
winter weather. In other positive news, the US 

Bureau of Labour Statistics announced that the 
unemployment rate fell to 5.9% in September, 
the lowest since July 2008. 

It is hoped that this robust economic outlook 
will continue to support US equities. The S&P 
500 gained 29.6% in 2013 and this period of 
stellar growth continued into 2014 with the 

that they will not look to raise interest rates 
until they see evidence of a sustained increase 
in real pay.

This has led to a mixed picture for UK markets 
so far this year. After a stellar year for the FTSE 
100 in 2013 and predictions that it would break 
the 7,000 barrier in 2014, investors have been 

left reeling from a sharp decline in the last 
month leaving London shares at their lowest 
level for a year. Recent volatility has been put 
down to geo-political tensions and a lack of 
action by the European Central Bank. Both of 
which are contributing to a real fear that the 
Eurozone may go back into recession.

S&P 500
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3. Europe

index hitting several new record highs since 
the beginning of the year. 

There are some fund managers who are 
sceptical about how much else US markets 
can achieve going forward. The US bull market 

began in 2009 and after 5 strong years, it’s 
possible that we could begin to see a pause 
in that growth. However as the natural gas 
industry continues to grow and we head into 
a period of US Dollar strength, others believe 
that the bull market has much further to run.

Whilst the economies of the UK and the US 
are enjoying a period of strong optimism, the 
picture for Europe is a little less certain with the 
International Monetary Fund (IMF) predicting 
GDP growth of only 1.1% for the Eurozone in 
2014. Whilst the region has come through 
the worst of the economic crisis, a lack of 
consensus for the European Central Bank (ECB) 
to take decisive action is causing a prolonged 
period of nominal growth and a real prospect 
of deflation just around the corner. The ECB did 
recently announce an Asset Quality Review, 

which some market commentators believe 
could trigger the much needed economic and 
political reform. 

Despite Europe being at a later stage of the 
recovery than the UK and the US, economic 
fundamentals have improved in some 
countries but growth needs to increase in 
order to strengthen the economy and provide 
the improved company earnings required to 
benefit European equities. The IMF has recently 
questioned whether this can be achieved in the 

EURO STOXX 50
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4. Japan

short-term as the Eurozone currently stands a 
real chance of slipping back into recession. It 
will be vital for the ECB to act decisively in the 

coming months and for the governments of 
Europe to support any such action.

Japan’s economic backdrop is changing 
thanks to Prime Minister Shinzo Abe’s reforms 
(dubbed ‘Abenomics’) and the country finally 
appears to be escaping from a long period of 
deflation. According to the Statistics Bureau, 
core inflation (CPI) rose 3.3% in August 
compared with a year earlier. However, the 
Japanese recovery is fragile and whilst the 
increase in sales tax from 5% to 8% introduced 
in April may prove beneficial in the long run, 
it led to 1.8% contraction in GDP during the 
second quarter of the year. 

Following the falls caused by April’s sales tax 
hike, there are now signs that the investment 
environment in Japan has become more 
favourable. Government-led measures to 
improve corporate governance and rising 
inflationary pressures are both positive for 
Japanese equities. Another boost has come 
from the announcement that the Government 
Pensions Investment Fund is altering its 
investment mandate to allow a greater 
proportion of its assets to be invested in 
equities.

NIKKEI 225
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There are still several challenges for Japan 
to overcome including ongoing corporate 
restructuring, labour market reform, the 
timing of a second rise in sales tax and whether 
the Bank of Japan should introduce a much 

more aggressive stimulus program. However, 
the fundamentals are improving and when 
you combine this with attractive valuations, it 
spells good news for investors. 

5. Emerging Markets

It is difficult to predict what is in store for the 
Emerging Markets in the short term. After a 
sustained period of poor performance, they 
experienced a sharp sell-off in 2013 due to the 
US Federal Reserve’s decision to begin tapering 
coupled with concerns about the outlook 
for future growth. Equities have recovered 
somewhat in 2014 but have had to contend with 
high levels of political risk as many countries 
hold elections this year.  In the coming months, 
it is likely to be an even tougher environment 
for the Emerging Markets as monetary policy in 

the US normalises, quantitative easing comes 
to an end and interest rates begin to rise.

Despite these valid concerns, the long-term 
potential for the Emerging Markets is high. 
Rising levels of urbanisation will only lead to 
higher levels of income and consumption and 
this will in turn, lead to stronger growth. In 
addition, valuations are cheap, with emerging 
markets trading at their largest discount to 
developed markets in nearly 10 years. Whilst 
short term volatility is to be expected, investing 

ISHARES MSCI EMERGING MARKETS ETF
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in emerging market equities over the longer 
term could pay off and enhance the benefits of 
diversification.  

6. Fixed Interest

So far this year, the performance of Government 
bonds and other fixed interest classes has not 
been as dire as expected. Overall global growth 
has not been as high as originally predicted 
and inflation has also been muted. However 
with the economic climate continuing to 
improve and as the stance of central banks on 
monetary policy begins to change direction, 
yields will gradually rise back up to nearer 3% 
and this will result in capital losses. 

One of the main threats to fixed interest asset 
classes in the coming months will be rising 

interest rates. Diversification will be more 
important than ever in order to find assets that 
will be less affected by higher rates. It may also 
be necessary to look outside the UK and the US 
and consider bonds in both the Eurozone and 
the Emerging Markets, where there are ever 
increasing opportunities to finance growing 
economies. Unconstrained or flexible bonds 
will be a valuable method of accessing fixed 
interest asset classes as they will be able to 
actively manage any sensitivity to changes in 
interest rates. 

ISHARES III PLC ISHARES UK GILT ETF
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7. Property

According to data from the Investment 
Management Association (IMA), more cash 
was invested in UK commercial property 
funds in June this year than in any other 
month since 2009 and it was the second most 
popular asset class, after UK Equity Income. As 
investors become more concerned about the 
impact that interest rate rises will have on fixed 
interest assets, they are turning to commercial 
property as an alternative diversification tactic. 
Property yields are currently very attractive 
relative to returns provided by other classes, 
such as government and corporate bonds, and 

this is expected to continue over the medium 
term.

Whilst any rise in interest rates will also have an 
impact on UK real estate, it is widely anticipated 
that returns in the sector will continue to be 
positive as long as any rate hikes are gradual, 
just as the Bank of England has suggested. 
Many argue that the value of commercial 
property remains below its peak levels and 
there are still returns to be made from an asset 
class that also provides strong diversification 
benefits within a portfolio.

ISHARES II PLC ISHARES UK PROPERTY ETF
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OUR TACTICAL ALLOCATION

Sector Forecast Action Morningstar 
Moderately 

Adventurous 
Allocation

Tactical 
Overlay

Final 
Allocation

US Favourable Increase 14 2 16

UK Large Cap Favourable Increase 22 1 23

UK Mid Cap Fair No change 7 1 8

UK Small Cap Fair No change 4 0 4

Europe Unfavourable Decrease 
(back to 
base allo-
cation)

11 0 11

Japan Favourable Increase 6 1 7

Asia Unfavourable Reduce 6 -2 4

Emerging 
Markets

Favourable Increase 7 1 8

Commodities Favourable Increase 5 1 6

Global Fixed 
Income

Unfavourable Reduce 4 -1 3

UK Gilts Unfavourable Reduce 3 -2 1

UK Corporate 
Bonds

Unfavourable Reduce 4 -2 2

UK Inflation-
Indexed

Fair No change 3 0 3

Property Fair No change 4 0 4
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