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Q2 2023: Why UK equities’ underperformance is unjustified and how the

consumer remains in good shape

Quarterly Performance Personal Account FTSE All Share TR

Q117 0% 0%
Q217 -8% 1%
Q317 -5% 2%
Q417 -1% 5%
Q118 9% -7%
Q218 19% 9%
Q318 -16% -1%
Q418 -30% -10%
Q119 45% 9%
Q219 39% 3%
Q319 0% 1%
Q419 8% 4%
Q120 -43% -25%
Q2 20 42% 10%
Q3 20 -3% -3%
Q420 76% 13%
Q121 32% 5%
Q221 -3% 6%
Q321 5% 2%
Q421 1% 4%
Q122 37% 1%
Q2 22 -3% -6%
Q3 22 17% -3%
Q4 22 20% 9%
Q123 0% 3%
Q2 23 -13% 0%

Annual Performance Personal Account FTSE All Share TR

2017 -9% 9%
2018 -31% -9%
2019 113% 19%
2020 52% -10%
2021 37% 18%
2022 99% 0%
H1 2023 -13% 3%
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Overall Performance  Personal Account FTSE All Share TR
CAGR 25.6% 4.0%
2017-23 Return 339% 29%

Performance comparison since inception
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10" July2023

Dear fellow investor,

Since the SVB crisis, the UK equity market has had a lackluster performance, especially when compared
to international indices, such as the S&P 500 or DAX Index. The reason for the underperformance likely
lies in higher interest rate expectations in the UK in recent months, which in turn is the result of higher
inflation than expected. However, UK inflation was also the latest to rise due to the way households are
charged for energy. The UK'’s energy regulator has put a standard energy tariff for households in place
that is extremely protective and forward looking, making the utilities hedge the households’ energy
demand around 8 months in advance for a period of 6 months. Utility costs for households have made up
a share of between 20% and 33% of the UK CPI in the last two years, and therefore play a key role in the
level of inflation. The tariff has been changed at the height of the energy crisis to ensure prices are coming
down faster by making the utilities hedge the households’ energy demand 5 months in advance for a
period of 3 months. Hence, inflation is coming down slower in the UK than in Germany and the US.
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Nonetheless, rate markets are overestimating the impact of this, as the next resetting of energy costs will
come in July and will be reflected in the July CPI report that is being published in mid-August. This makes

me extremely optimistic about the UK markets and an ideal opportunity to go bargain hunting.

UK equities are underperforming international
markets since the SVB crisis
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UK inflation is coming down slower than
elsewhere
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Housing and household services are lagging price
indicators due to regulatory tariff setting
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Higher interest rates = lower pension liabilities

In fact, for many companies in the UK the higher interest rate expectations are a blessing, not a curse.
This is due to more than 5,000 corporations with legacy defined pension funds, which mostly now trade
with a healthy surplus as the discount rates have moved higher, while inflation expectations remain
anchored and mortality rates are stable. The Pension Protection Fund, which would step in if corporations
are unable to service their pension deficits, monitors these pensions and by end of May 2023 have
estimated a £430.9bn surplus of UK pensions with only 486 out of 5,131 pension schemes in deficit. This
is a huge relief for many corporations that pay millions of £ into their pensions annually, representing a
drag on free cash flow. These pension schemes have now the unique opportunity to either hedge their
future pension payments or receive a buyout from an insurance company that will manage their pensions

altogether. It is a golden opportunity to remove a key obstacle that justified lower UK equity valuations
compared to elsewhere.

UK Pension Protection Fund 7800 Index
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Source: Pension Protection Fund

The strong consumer (1?)

All over the news you read how the consumer is suffering from high inflation. | disagree. Yes, inflation has

been high and outpacing wage hikes, however, when you compare to pre-pandemic times, median pay is
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over 24% higher at around £2,300 per month and payrolled employees are 1mio higher than pre-
pandemic times. In fact, so far the consumer appears extremely strong. In addition, the pay rises gained
through strike action often start backdated, and hence give employees a large sum “upfront” straight into
their pockets!. My view is that rate hikes by central banks purely help FX rates, and hence imports.
Nonetheless, when the primary driver of inflation becomes owner occupiers’ costs, i.e. mortgage rates &
household energy prices, and with energy prices coming down, higher interest rates could actually inflame
inflation instead of cooling it down. The downturn in the manufacturing sector is mostly related to the
lockdown cycle — and so is the strength of the service sector. We are going back to 2019 behaviour, but
with leverage due to not being able to travel and go out for the last two years. And while all this seems so
obvious, central banks continue their hawkish narrative — all because they have been wrong about
inflation in 2021. When humans make mistakes, they always try to correct these mistakes from happening
again, often by going to the other extreme, in this case central banks have been staying too hawkish. As
output prices have descending very quickly in recent months, expect CPI inflation to follow through with

a 3-month lag, however, which will lead to a repricing of UK interest rates — lower from where they are

now.

UK payrolled employees are 1mio above pre-
pandemic and median pay is £450 higher
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! https://www.unitetheunion.org/what-we-do/unite-in-your-sector/
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UK consumer credit (in %) remains strong
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UK approvals of loans secured on dwellings
remains at lower levels
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UK CPI lags behind output PPI by ~3 months
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Performance

The 2" quarter has been an extremely difficult one for our portfolio, down -13%, mostly due to the rise
in UK interest rates compared to other countries elsewhere and how algorithms have sold certain UK
listed companies with this background. In addition, Baillie Gifford axed their British Smaller Companies
fund amid poor performance? and the demise of Crispin Odey also led to selling pressure in certain UK

listed companies. By now, mid-July, | believe we have passed this point and this is reflected in the very

strong performance of the portfolio in recent days.

Current Holdings

Company Average Purchase Price Current Market Price % change
Hunting plc corporation 2.33 1.99 -14%
National Express 1.20 0.97 -19%
Secure Trust Bank 6.29 6.20 -1%

As of 30t June 2023

2 https://citywire.com/wealth-manager/news/baillie-gifford-axes-british-smaller-companies-fund/a2421427
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Current Holdings in % of Portfolio

= Hunting plc corporation National Express Secure Trust Bank

Outlook

Uncertainties remain high in so many ways. The globalization we have experienced over the last 20 years
seem to have come to a halt and could reverse. The last time this happened was in the 1920s, after World
War | and a pandemic caused shifts in geopolitics that were hard to reverse. The strong movements
towards the left have followed a movement towards the far right, and this could repeat itself this time
again. In the short to medium term, however, the biggest movement will likely be a de-coupling of China,
and our portfolio is largely positioned to be unaffected by this (although the degree to which this is
happening could have repercussions everywhere). Apart from the automotive industry, there is not much
new investment going into China, and there will be a focus on localized supply chains. In the very near
term, the consumer remains strong, and the lag between knowing that inflation has come down and pay
rises should benefit the economy and consumer strength. This is why the portfolio is positioned towards

consumer sensitive industries, in which there was the most value to be found as well.

Sincerely,

L ——

David Herrmann

inf X >
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Legal Disclaimer

The contents of this publication have been prepared solely for the purpose of providing information about AozoraStep Capital
LLP and the services and products it is intending to offer, which are targeted for professional investors only. The opinions and
views expressed are those of AozoraStep Capital LLP, may change without notice and should not be construed as investment, tax,
legal or other advice. AozoraStep Capital LLP does not guarantee the completeness and accuracy of the information provided and
all content can become out of date. Products or services mentioned on this site are subject to legal and regulatory requirements
in applicable jurisdictions and may not be available in all jurisdictions. Accordingly, persons are required to inform themselves
and observe any such restrictions. In respect to investments described in this document, past performance is not a guide to future
performance. The value of investments and the income of any financial instruments mentioned in this document may fall as well
as rise and may have tax consequences. The performance of the investment strategy that AozoraStep Capital LLP is planning to
offer is based on a personal track record and approved by Sedulo for the time period Q1 2019 - Q1 2021 and by HiCloud
Accounting for the time period 2020 - 2022, only with further examinations being done on an occasional basis. AozoraStep Capital
LLP is currently not authorized and regulated by the FCA, and therefore, is not allowed to provide financial products and services.
AozoraStep Capital LLP is registered in England and Wales with registered number OC436835. Registered Office: 167-169 Great
Portland Street, 5th Floor, London W1W 5PF, United Kingdom. Reproduction or distribution of any materials obtained in this
presentation or linking to this presentation without written permission is prohibited. Reproduction or distribution of any

materials obtained on this website or linking to this website without written permission is prohibited.
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