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Macro issues dominate investor sentiment

Macroeconomics - the big topic in

investment world currently

Conventional economists’ definition of
recession: period of two or more
consecutive quarters in which GDP

declines

Macro issues dominate investor
sentiment

Some basics for investors

Executive summary

The big topics in the investment world at the moment seem to be macroeconomic.
With that in mind, we thought it would be useful to revisit some of the basics of the
terms being used in the current environment, and to remind investors of the things
to look out for (indeed, many younger investors may not have come across some of
these influences in their investing lifetime):

» Recession does not affect all sectors and companies equally.

» The depth of a recession will vary among sectors, as will the timing of the
impact.

» Gross Domestic Product (GDP) is the standard way to measure economic
success, but some have promoted a “happiness index”.

» The full impact of higher interest rates takes time, perhaps years, to show.

» The devaluation of growth stocks is due to more than just a change in the
zeitgeist.

» Inflation favours equities over bonds, particularly for companies that are price-
setters, rather than price-takers.

The Bank of England (BoE) will struggle to get inflation down as fast as it hopes.

Recession

The mention of the word “recession” creates blind panic across the media and great
foreboding among swathes of the population. What does recession mean, and
should we panic?

Recession is the term used by economists to describe a period when an economy
goes backwards. This is normally measured in terms of GDP. Most economies move
in cycles, and the recession is the period of the downcycle.

The conventional economists’ definition of recession is a period of two or more
consecutive quarters in which GDP declines. GDP is a measure of the wealth
creation of an economy during a time period. It is not a measure of total wealth at
any one time point. GDP is akin to the amount an individual saves during the year,
rather than a measure of his/her total savings at the year-end.

Of course, there is nothing magic about this definition; it could just as easily be defined
as a down period lasting three quarters, but, nevertheless, two is a good yardstick.

Should we run for the hills the moment recession is mentioned? Well, not
necessarily. Imagine a recession lasting just two quarters, with a GDP decline of
0.1% in each quarter?®. Frankly, most people would struggle to discern this setback,

! The percentage declines quoted are always derived from comparing the current period with the
equivalent period 12 months ago. They are not this quarter compared with the previous one.
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Investors should recognise that effects
of recession are not universal in terms

of depth of impact by sector...

...and timing

although you could argue that, with the long-term growth rate in mature economies
probably around 2.5% per annum, the economy has missed out on 1.25% growth.

Investors should also bear in mind that recessions have unequal impacts across
industry and society. Broadly, there are two parts to these differences: the first is
the depth of the downturn, and the second is the timing of the downturn.

» Different sectors of the economy will experience different degrees of setbacks
in conditions. Indeed, some sectors may miss out on the recession completely.
During the worst recession in “modern times”, in the 1930s (so bad it was called
a depression), some industries saw no decline. Indeed, the radio and car sectors
continued to grow, because the strong demand for these new products
overwhelmed any recessionary impact. And today, despite a global recession
staring us in the face, demand for luxury cars is booming. Some industries will
see a light recession, while others will see a deeper one than the average story
tells.

» Timing will differ too. Even if all sectors were to see the same depth of
recession, the timing of their cycles would not coincide. Hence, it is perfectly
possible for one sector to be heading into a recession, while another comes off
the bottom at exactly the same time (remember this when extrapolating news,
such as company results). For example, retailers of consumer durables, such as
washing machines, are likely to see a slowdown before food retailers (as well as
seeing a bigger setback).

Why does recession matter?

In a recession, the economy’s wealth creation shrinks. In aggregate, people have a
little less to spend, and tax revenues go down. Governments may choose to adjust
to this by cutting public expenditure, raising taxes or postponing the problem by
borrowing more. Companies’ fortunes wane, and they cut back on investment and
payouts to shareholders.

How serious is this recession going to be in
the UK?

Based on BoE forecasts, this will be a deep and long recession.

UK GDP growth?, 1998-3Q’25E (%)

N
o
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Source: Bank of England Monetary Policy Report, August 2022, Hardman & Co

2 GDP growth projections based on market interest rate expectations (mean)
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BoE forecasts show a recession lasting

seven quarters

UK GDP growth based on market interest rate expectations?, 1998-3Q'25E (%)

1998-2007 3
2010-19 2
2020 -9.2
2021 7.5
2022 3.5
2022Q2 2.81
2022Q3 2.26
2022Q4 0.07
2023Q1 -1.01
2023Q2 -1.26
2023Q3 -2.07
2023Q4 -1.24
2024Q1 -0.97
2024Q2 -0.52
2024Q3 -0.04
2024Q4 0.07
2025Q1 0.19
2025Q2 0.32
2025Q3 0.38

Source: Bank of England Monetary Policy Report, August 2022, Hardman & Co

The chart and table above use data from the BoE’s latest Monetary Policy Report.
The data are the same in both, but are shown in two ways for ease of understanding.
The BoE publishes many forecasts for GDP using different assumptions. We have
used its central, mean forecast.

On average, the UK grew GDP by 3% each year from 1998 to 2007 and by 2% from
2010 to 2019. The deep impact of the pandemic is captured by the 9.2% decline in
2020, with a 7.5% bounce-back in 2021.

The BoE forecasts show a recession that looks quite deep and long by historical
standards, and that will last seven quarters. For comparison, the recession in
2008/09 lasted six quarters.

S These percentage figures show the change in GDP compared with the figure 12 months before
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GDP still most common way to measure

economic progress...

...but some prefer to use measure of
happiness, despite difficulties in its

calculation

Measuring happiness has a lot in

common with utilitarianism

GDP

GDP is the most commonly used measure of an economy’s output or wealth
generation. It is calculated by the following formula:

aggregate consumption + government expenditure + investment (by which economists
mean new plant and machinery, not savings accounts) + exports - imports

In the UK, GDP is calculated quarterly by adding monetary values for these components.
There are some activities to which it might be difficult to assign a monetary value. For
example, do you measure nurses’ output by how much they are paid? In this case, a pay
rise would automatically increase GDP! On the whole, GDP can be calculated without
having to make value judgements, unlike a “happiness index”.

In recent decades, there has been a move by some economists to create another
measure of economic success. They argue that what a government should seek to do
is to maximise the happiness of its citizens, rather than monetary wealth. They would
prefer to use a happiness index to measure economic success. Proponents would
argue, for instance, that GDP takes no account of the harm that greater output does
to the world’s climate, which will affect future generations. Understandably, those for
whom green issues are particularly important tend to support a move away from GDP.

On the face of it, there are strong arguments to move away from GDP as the
benchmark of economic success. However, calculating a happiness index is fraught
with problems: which factors should be taken into account, how do you measure
them, and how do you weight them? For example, you could argue that more leisure
time equals more happiness. Creating a greener landscape could be another factor
that should be considered. But how do you measure each, and how do you add
them together? Is an hour of our time watching football on the television worth the
same as an hour watching a match at the stadium? How does it compare with an
hour playing with your children? Or is one worth more than the other? How do you
add together leisure time and a better environment to get one figure?

In many ways, the happiness approach strays into the “Utilitarianism”* of the
philosopher John Stuart Mill. This ethical theory sought to maximise the happiness
of society as a whole. Mill got into all sorts of contortions as the theory developed,
such as "it is better to be a human being dissatisfied than a pig satisfied; better to
be Socrates dissatisfied than a fool satisfied”.

A lot of effort has been expended into developing a happiness index, and the first
“World Happiness Report” was published on 1 April 2012 by the United Nations.

4 Utilitarianism, John Stuart Mill, 1861
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It will take some time, perhaps years,
for the full effect of the latest rises to

work through

Impact of interest rates over time

Investors are rightly concerned about rising interest rates just now. They should
remember that, even if interest rates don't rise further from here, it will take some
time for the full impact to be seen. This is a screw that gradually tightens.

This is because many individuals have fixed-rate mortgages (or car deals where the
implied interest rate is fixed), while companies have fixed-term, fixed-rate debt. In
these cases, there is a financial impact only when those deals run out. In the
theoretical world of economics, we used to believe that consumers would anticipate
higher debt costs by immediately adjusting their lifestyle, so that there would not be
a shock down the road. The reality is that most people carry on as before until the
new, higher bill drops through the letter box.
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Investors have fallen out of love with

growth stocks

Price-setters in stronger position than

price-takers

Largest beneficiary of high inflation will

probably be the government

Why growth stocks have been
devalued

Markets veer between hope and fear, and, right now, we're heading deep into the
fear territory. Growth stocks prosper in times of hope. Investors have fallen out of
love with growth stocks, particularly if they don't pay a dividend. But these changes
in sentiment are not due entirely to mood swings. There are practical reasons too.

Rising interest rates mean consumers think twice before taking on new commitments.
The cost of building new factories goes up. And, most importantly, the value of future
revenues and profits falls, because a higher discount factor is applied to them. A pound
tomorrow in today’s terms becomes worth less than it was yesterday.

Inflation is a measure of changing prices. That means that, if inflation falls to zero
next year, prices won't go back to where they were - they just won't rise further.
As with recession, every economic party has its own inflation rate, depending on
where its money is spent. The published rate for the CPI (Consumer Price Index) is
designed to reflect the change in prices faced by the average consumer. There is
also a Producers Price Index (PPI).

The general assumption is that inflation favours equities over bonds in the long term.
Company revenues should broadly move with inflation, as should profits and dividends.
In contrast, most bonds pay a fixed coupon each year, and the maturity value is set in
stone when the bond is issued; of course, some bonds are inflation-linked.

While the general idea that equities are a hedge against inflation is right, not all equities
are equal in the face of inflation. Price-setters, such as natural monopolies, are in a
stronger position than price-takers. Then there are timing effects; for example, packaging
companies typically suffer a rise in the cost of raw paper before they can recover the
increased cost from customers, and profits dive during the transition.

The general view of economists is that a little inflation is good. Deflation is bad
because consumers will hold off buying as long as they can - as they keep getting
more for their money. On the other hand, high inflation disproportionately affects
people on fixed incomes (pensioners are always given as the example) or with
savings. A couple of per cent per annum is where most governments and central
banks would like inflation to be.

It is not being said openly, but the government could be the largest beneficiary of
higher inflation (particularly helpful when it has accumulated such debt during the
pandemic). There are two key reasons for this.

» First, in aggregate terms, if inflation runs at, say, 10%, everybody is 10% worse
off, apart from the government, which has just printed 10% more money for
itself (it's a lot more complicated than that, but this is a simple way to think of
inflation). Most government debt has coupon and maturity payments set when
the bond is issued, and these do not rise in line with inflation; in effect, every
1% of inflation saves the government 1%.

» Secondly, there is a whole raft of taxes where the thresholds and allowances
are set in fixed amounts, and these do not rise automatically with inflation. For
example, the Higher Rate (40%) of Income Tax in the UK is charged on incomes
over £50,270. Inflation means that more people will start to pay this rate, and
the government will collect more revenue unless the threshold is adjusted.
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UK inflation (H2)

Economists call this “fiscal drag”, and it could be worth £30bn in extra tax
revenues next year.

The BoE is tasked with keeping inflation close to 2%. The measure used is the CPI.
There are many other measures, and, in the past, the default rate was typically the
Retail Price Index (RPI) - the main difference with CPl is that RPI includes housing
costs and has been consistently higher than CPI.

The BoE has had an impossible task in the last two years, worrying about an
economy that could have imploded during the pandemic. It is easy to see now that
it should have been more aggressive about inflation earlier by raising the base rate
sooner (essentially, its only weapon to curb excessive inflation).

It is going to struggle to put this tiger back in the bottle. Looking at the causes for
higher inflation this time around, it has little control over some elements. For
example, commodity prices are set by world markets, have been affected by the war
in Ukraine and are mostly priced in US dollars. The BoE fears that, if pay settlements
match inflation, a vicious cycle could be created.

The forecast for inflation is set out in the graph below. In our view, the greatest risk
is in the down trajectory taking longer than the peak rate - a period of strikes and
aggressive wage demands could quickly undo the BoE'’s optimism.

CPI inflation rate, 1Q'20-3Q’25E (%)

14
12
10
8
6
4
2
0
OO0 T T NTDYL 0oL BB BB R
A VAN NN NN
o000 3333333333333
S I O B O O T T T T N A R G A N N R R A
NSl LsssessssELegses
NNOOOOS I T T OWnW!m
oI SN S A o SN A S A N I SN A SN I SN I SN SN BN
loleNeNoNoNeoNoNoNeoNoNoNolNe)
SN S I SIS (s VAN S VA SV s VN SV SV QBN o
O NS NS N ™
COHOHOAONONOAONONONCNONONe]
Source: Bank of England Monetary Policy Report, August 2022, Hardman & Co
Conclusion

Macro themes seem to be dominating investment discussion at the moment. We
have covered some in this article. There could be others - these could include
stagflation (the dreadful combination of economic stagnation with high inflation,
which we had in the UK in the 1970s), more war stories (Taiwan?), and elections in
the UK and the US. It seems likely that it will be some time before micro issues
return to the front of investors’ minds.
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Disclaimer

Hardman & Co provides professional independent research services and all information used in the publication of this report has been compiled from publicly
available sources that are believed to be reliable. However, no guarantee, warranty or representation, express or implied, can be given by Hardman & Co as to the
accuracy, adequacy or completeness of the information contained in this research and they are not responsible for any errors or omissions or results obtained
from use of such information. Neither Hardman & Co, nor any dffiliates, officers, directors or employees accept any liability or responsibility in respect of the
information which is subject to change without notice and may only be correct at the stated date of their issue, except in the case of gross negligence, fraud or
wilful misconduct. In no event will Hardman & Co, its affiliates or any such parties be liable to you for any direct, special, indirect, consequential, incidental damages
or any other damages of any kind even if Hardman & Co has been advised of the possibility thereof.

This research has been prepared purely for information purposes, and nothing in this report should be construed as an offer, or the solicitation of an offer, to buy
or sell any security, product, service or investment. The research reflects the objective views of the analyst(s) named on the front page and does not constitute
investment advice. However, the companies or legal entities covered in this research may pay us a fixed fee in order for this research to be made available. A full
list of companies or legal entities that have paid us for coverage within the past 12 months can be viewed at http://www.hardmanandco.com/legals/research-
disclosures. Hardman may provide other investment banking services to the companies or legal entities mentioned in this report.

Hardman & Co has a personal dealing policy which restricts staff and consultants’ dealing in shares, bonds or other related instruments of companies or legal entities
which pay Hardman & Co for any services, including research. No Hardman & Co staff, consultants or officers are employed or engaged by the companies or legal
entities covered by this document in any capacity other than through Hardman & Co.

Hardman & Co does not buy or sell shares, either for their own account or for other parties and neither do they undertake investment business. We may provide
investment banking services to corporate clients. Hardman & Co does not make recommendations. Accordingly, they do not publish records of their past
recommendations. Where a Fair Value price is given in a research note, such as a DCF or peer comparison, this is the theoretical result of a study of a range of
possible outcomes, and not a forecast of a likely share price. Hardman & Co may publish further notes on these securities, companies and legal entities but has no
scheduled commitment and may cease to follow these securities, companies and legal entities without notice.

The information provided in this document is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or
use would be contrary to law or regulation or which would subject Hardman & Co or its dffiliates to any registration requirement within such jurisdiction or country.

Some or all alternative investments may not be suitable for certain investors. Investments in small and mid-cap corporations and foreign entities are speculative
and involve a high degree of risk. An investor could lose all or a substantial amount of his or her investment. Investments may be leveraged and performance may
be volatile; they may have high fees and expenses that reduce returns. Securities or legal entities mentioned in this document may not be suitable or appropriate
for all investors. Where this document refers to a particular tax treatment, the tax treatment will depend on each investor’s particular circumstances and may be
subject to future change. Each investor's particular needs, investment objectives and financial situation were not taken into account in the preparation of this
document and the material contained herein. Each investor must make his or her own independent decisions and obtain their own independent advice regarding
any information, projects, securities, tax treatment or financial instruments mentioned herein. The fact that Hardman & Co has made available through this
document various information constitutes neither a recommendation to enter into a particular transaction nor a representation that any financial instrument is
suitable or appropriate for you. Each investor should consider whether an investment strategy of the purchase or sale of any product or security is appropriate for
them in the light of their investment needs, objectives and financial circumstances.

This document constitutes a ‘financial promotion’ for the purposes of section 21 Financial Services and Markets Act 2000 (United Kingdom) (‘FSMA’) and
accordingly has been approved by Capital Markets Strategy Ltd which is authorised and regulated by the Financial Conduct Authority (FCA).

No part of this document may be reproduced, stored in a retrieval system or transmitted in any form or by any means, mechanical, photocopying, recording or
otherwise, without prior permission from Hardman & Co. By accepting this document, the recipient agrees to be bound by the limitations set out in this notice.
This notice shall be governed and construed in accordance with English law. Hardman Research Ltd, trading as Hardman & Co, is an appointed representative of
Capital Markets Strategy Ltd and is authorised and regulated by the FCA under registration number 600843. Hardman Research Ltd is registered at Companies
House with number 8256259.

(Disclaimer Version 8 - Effective from August 2018)

Some professional investors, who are subject to the new MIFID Il rules from 3rd January, may be unclear about the status of Hardman & Co research and,
specifically, whether it can be accepted without a commercial arrangement. Hardman & Co’s research is paid for by the companies, legal entities and issuers about
which we write and, as such, falls within the scope of ‘minor non-monetary benefits’, as defined in the Markets in Financial Instruments Directive II.

In particular, Article 12(3) of the Directive states: ‘The following benefits shall qualify as acceptable minor non-monetary benefits only if they are: (b) ‘written
material from a third party that is commissioned and paid for by a corporate issuer or potential issuer to promote a new issuance by the company, or where the
third party firm is contractually engaged and paid by the issuer to produce such material on an ongoing basis, provided that the relationship is clearly disclosed in
the material and that the material is made available at the same time to any investment firms wishing to receive it or to the general public...’

The fact that Hardman & Co is commissioned to write the research is disclosed in the disclaimer, and the research is widely available.

The full detail is on page 26 of the full directive, which can be accessed here: http://ec.europa.eu/finance/docs/level-2-measures/mifid-delegated-regulation
2016-2031.pd

In addition, it should be noted that MIFID II's main aim is to ensure transparency in the relationship between fund managers and brokers/suppliers, and eliminate
what is termed ‘inducement’, whereby free research is provided to fund managers to encourage them to deal with the broker. Hardman & Co is not inducing the
reader of our research to trade through us, since we do not deal in any security or legal entity.
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