The money eraser

Inflation can often seem an abstract concept. Not lately,
though: everyone is keenly aware of soaring prices. Is
inflation finally starting to drop?

It's a big week for UK inflation, but you'll be forgiven for
feeling like it hasn't turned a corner just yet.

The Office for National Statistics reveals the inflation
figure for April on Wednesday. The Bank of England's
(BoE) analysts have forecast a large drop of 1.7 percentage
points, which would take the rate from 10.1% to 8.4%.
Investors seem hopeful yet cagey. The price of UK 10-year
government bonds is heavily influenced by expectations
of inflation and prevailing interest rates. If inflation doesn't
fall as much as expected, more BoE interest rate hikes
could be coming, which would push bond prices lower
and yields higher. Equally, if inflation falls by more than
forecast it would push bond prices higher and yields
lower. Last week, the 10-year gilt yield was up and down
like a yo-yo, ending above 4.0% and at its highest level
since the mini-budget and 2010 before that. Plenty of
sadness priced in then.

In a speech to a business conference last week, BoE
Governor Andrew Bailey admitted he was still concerned
about the potential for knock-on, ‘'second round’ effects
of earlier inflation to keep price pressures strong for
longer. However, he also said that he thinks this is about
to fall away. Food prices are still running hot, while
consumer confidence and the central bank’s economic
outlook have both brightened recently. In its most recent
report, the BoE said it now believes the UK should
narrowly avoid recession this year (the IMF still forecasts
a mild recession).

Much of this won't help bring down inflation, so why

is everyone expecting a sizeable drop in the numbers?
Energy prices will be doing most of the heavy lifting and
it's mostly maths, so don't worry, you won't be alone in
struggling to reconcile your power company direct debit
with reported improvements in energy inflation.

Stick with us here, because it gets wonkish: April will be
a year on from the first huge hike in power bills in 2022.
This means that the retail price of electricity and gas has
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gone up by only 40% over the past year, compared with
the roughly 100% annual increases of previous months, as
that first hike drops out of the annual comparison. Result!
To mere mortals, a 40% increase in a price is a travesty;
however, to inflation calculations, it's the deceleration
that's most important. That slowdown from 100% to 40%
should help drag the overall inflation rate much lower
because inflation measures change (i.e. a slowdown in the
rate of change results in a lower inflation figure.

Energy bills could fall later this year. But it may be years
before they're back to their usual pre-invasion levels,
despite wholesale gas prices now even lower than they
were on the eve of the war in Ukraine. The UK's power
market is a spiderweb of caps, guarantees and long-term
contracts to supply energy at the extremely high prices of
months past. This, combined with much higher mortgage
and rental costs, should reduce Brits' spending money,
which would dampen demand for goods and services, and
thereby reduce inflation.

We should peek at the CPI index itself from time to time -
that's the level, not the percentage increase that's reported
each month. It can be helpful to put these monthly
inflation rate fluctuations into context. At 128.9 in March,
that level is almost 20% higher than in March 2020. Has
your income gone up that much in the past three years?
On the flipside, your debts (including mortgages) have
devalued by roughly a fifth too.

Over many years, stock markets are typically a helpful
place to store wealth. It's risky - there's a chance that you
will lose more than you invested - but as long as you

can ride out both bad years and good, well-diversified
investments tend to grow faster than inflation. Over the
past three years to 31 March, the FTSE World stock market
index outpaced UK inflation three-fold. There were more
than a few scares hidden by that, of course: the index
dropped roughly 15% several times over those three

short years.

Inflation is just the movement of prices for goods and
services, and businesses are in the market of selling goods
and services. That means inflation should broadly flow



through company accounts. Some businesses may suffer
higher expenses in costs that they can't pass on through
higher prices, while others will benefit from being able to
charge customers more (which may push inflation higher
itself). Our task as investors is to spot which companies
should benefit from certain scenarios and which will
suffer, to deliver steady returns over time.

A few swamp the rest

Many stock markets have done well so far this year, but
their performance has been driven by only a few, big
companies. Is that a warning sign for investors to heed or
is it simply a curiosity?

The chart below shows how, in the US, a familiar handful
of tech stocks have contributed much more to index
returns than the rest of the market (‘Other’) put together.
Without them, the S&P 500 would hardly have risen at
all in 2023.

The usual suspects drive US equities in 2023

Other, 1.3

Apple, 2.1

Tesla, 0.5

Salesforce,
0.2

Y, AMD, 0.2

Source: Refinitiv, Rathbones; contributions to S&P 500 returns
(percentage points), 31 Dec 2022 to 19 May 2023

Amazon, 0.9

Microsoft, 1.9

There are other ways to measure how ‘narrow’ index
performance has been. You can compare the wider index,
like the S&P 500 or the FTSE All-Share, against a basket of
the largest 50 or 100 stocks. If the larger-company basket
is doing much better, you know the index performance is
pretty narrow.

Another way is to compare the wider index against an
equal-weighted index, where every stock makes up the
same proportion of the index, i.e. 1/100th of the FTSE 100,

rather than the typical market-cap-weighting that gives
large companies a correspondingly bigger proportion
of the portfolio. If the equal-weighted index is less than
the market-cap-weighted, again, you've got narrow
performance.

Whichever way you slice it, market returns have certainly
narrowed in recent months, particularly in the US. In fact,
the S&P 500 has only narrowed like this a few times going
back to 1986. There's a popular theory that a narrowing
market is a warning sign - evidence that a market lacks
underlying momentum, and that broad indices will soon
fall. We delved into history to test that theory. A lot of
concern about narrow markets probably stems from the
final days of the dotcom bubble at the turn of the century.
As the S&P 500 rose to dizzying heights in early 2000, it
narrowed by even more than it has done recently, with

a handful of big stocks more than offsetting weakness
elsewhere. Disaster soon followed, with the index plunging
as the tech bubble finally burst.

Beyond this example, though, it's hard to detect a
consistent relationship between narrowing rallies in the
stock market and subsequent poor performance. Even
during the dotcom era, the stock market had begun to
narrow years before the bubble burst - from as early as
1993, and decisively from 1998 - as the index climbed. In
other words, the combination of a rising but narrowing
market can persist for years and isn't a clear signal that
trouble is imminent. Selling just because the market was
narrowing would have meant getting out far too early.
Meanwhile, there have been other times when a narrowing
rally didn't seem to cause any problems at all. The market
narrowed significantly from late 2011 to September 2012
as the index rose, for example, but just continued to climb
thereafter with the rally eventually broadening out.

With that in mind, the narrowness of the stock market
alone is probably not a major reason to be concerned.

But it's important to consider the bigger picture. We
currently see other, more compelling, reasons to be
positioned defensively. Interest rates around the world
have increased extremely rapidly and the full impacts are
yet to be felt - despite the failure of several banks. Global
economic activity has dipped recently and we expect that
to continue, with a mild recession likely in America (and
therefore the rest of the world) before the year is out.

If you have any questions or comments, or if there's anything
you would like to see covered, please get in touch by emailing
review@rathbones.com. Wed love to hear from you.
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Important information

This document is published by Rathbones Investment Management Limited
and does not constitute a solicitation, nor a personal recommendation for the
purchase or sale of any investment; investments or investment services referred
to may not be suitable for all investors. No consideration has been given to the
particular investment objectives, financial situations or particular needs of any
recipient and you should take appropriate professional advice before acting

The price or value of investments, and the income derived from them, can go
down as well as up and an investor may get back less than the amount invested
Rathbones Investment Management Limited will not, by virtue of distribution of
this document, be responsible to any other person for providing the protections
afforded to customers or for advising on any investment. Rathbones Investment
Management International is the registered business name of Rathbones
Investment Management International Limited which is regulated by the Jersey
Financial Services Commission. Registered office: 26 Esplanade, St Helier,

Jersey JE12RB. Company Registration No. 50503

Rathbones Group Plc is independently owned, is the sole shareholder in each of
its subsidiary businesses and is listed on the London Stock Exchange. Rathbones
is the trading name of Rathbones Investment Management Limited, which is
authorised by the Prudential Regulation Authority and regulated by the Financial
Regulation Authority and the Prudential Regulation Authority. Registered office
Port of Liverpool Building, Pier Head, Liverpool L3 INW. The information and
opinions expressed herein are considered valid at publication, but are subject

to change without notice and their accuracy and completeness cannot be
guaranteed. No part of this document may be reproduced in any manner
without prior permission

Any views and opinions are those of the author, and coverage of any assets in no way reflects an investment
recommendation. Past performance should not be seen as an indication of future performance. The value of
investments and the income from them may go down as well as up and you may not get back your original
investment. Fluctuations in exchange rates may increase or decrease the return on investments denominated

in a foreign currency.
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